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The Bank Holding Company Act of 1956 


The Bank Holding Company Act of 1956" is the legislative 
decision on a controversy which has attracted congressional at- 
tention for nearly two decades.? This Note will describe the 
major changes it makes in banking law, discuss the more im- 
portant legal problems suggested, assess the probable impact 
of the act upon banking organization and practice and attempt 
to articulate the prevailing congressional purpose. 


STRUCTURE OF BANKING ORGANIZATION 


Since the “free banking laws” of 1838 the American banking 
system‘ has been typified by the existence of a large number of 
independent single-office banks.’ However, especially during 
the twentieth century multi-office banking has occupied a con- 
siderable portion of the banking field. Multi-office banking is 
usually divided into three forms—branch banking, chain banking 
and group banking.’ Branch banking and group banking have 
been the more important forms in the extension of banking 
power.’ Branch banking describes the control of two or more 


This Student Note is reprinted with the permission of the editors of the STANFORD 
LAW REVIEW, published by the Stanford University, Stanford, California. 
170 Stat. 133, 12 U.S.C.A. §§ 1841-48 (Supp. 1956). 
2 HoGENSON, THE Economics oF Group BANKING 152-55 (1955). 
3 See Wyatt, Federal Banking Legislation, in Banxinc Stupies 42 (U.S. Board of 
Governors of Federal Reserve System, 1941). 
4 Banks are often classified according to the source of their charters and their par- 
ticipation in federal plans of control. Thus banks are called national or state banks, 
depending upon which government charters them; insured or noninsured, depending 
upon their association with the Federal Deposit Insurance Corporation, and mem- 
ber or nonmember, depending upon their joining the Federal Reserve System. See 
Horbett, Banking Structure of United States, in id. at 89. 
5 See Wyatt, Federal Banking Legislation, in id. at 42. See also CHANDLER, THE 
EcoNnoMIcs OF MONEY AND BANKING 399 (rev. ed. 1953). 
6 Note, Transamerica—The Bankholding Company Problem, 1. Stan. L. Rev. 658, 
660 (1949). 
7 CHANDLER, op. cit. supra note 5, at 399-400; Cagle, Branch, Chain, and Group 
Banking, in Banxtnc Srupres 118, 113-40 (U.S. Board of Governors of Federal 
Reserve System, 1941). 
8Id. at 138. 
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banking offices by a single legal entity. Chain and group bank- 
ing exist where two or more separately incorporated banks are 
brought under a common control.” Group banking is distin- 
guished from chain banking in that control is exercised by a 
holding company.” 

Banking has traditionally been a thoroughly regulated busi- 
ness.’ Under a vast complex of legislation, supervision of bank- 
ing is exercised by at least three federal agencies and the forty- 
eight state governments. Methods of increasing banking con- 
trol have also been subject to various restrictions."* In general, 
concentration may be achieved through mergers, consolidations 
or establishment of de novo branches."* Through stock acqui- 
sitions or other means of control, banking power may be con- 
centrated under holding company domination."* However, with 
the exception of the holding company method, federal and 
state laws have generally restricted opportunity for expansion 
to state or lesser boundaries.”’ 


REGULATION OF BANK HOLDING COMPANIES — 
PRE-1956 
Prohibitions against interstate branch banking undoubtedly 
stimulated the use of the holding company form.’* Opposition 
grew as holding companies swept across state lines.” Op- 
ponents argued that holding companies were not sufficiently 


9 CHANDLER, op. cit. supra note 5, at 399; Cagle, supra note 7, at 113. 

10 CHANDLER, op. cit. supra note 5, at 399. 

11 Ibid. The term “holding company” is used generically to include corporations, 
business trusts, associations and similar organzations. Cagle, supra note 7, at 130. 
125 Toutmin, ANTI-Trust Laws 68 (1950). 

18 Id. at 64-65. 

14 Note, Transamerica—The Bankholding Company Problem, 1 Stan. L. Rev. 658, 
661-62 (1949). 

18 Ibid. 


16 Cagle, supra note 7, at 130. 

17 For federal statutes implying a prohibition against interstate branch banking, see 
48 Stat. 189 (1933), as amended, 12 U.S.C. § 36(c) (1952); 38 Srar. 273 (1913), 
as amended, 12 U.S.C. § 601 (1952) (national banks); 38 Srat. 259 (1913), as 
amended, 12 U.S.C. § 321 (1952) (state member banks). 

See Boatmen’s Nat’] Bank v. Hughes, 385 Ill. 431, 53 N.E.2d 403, 153 A.L.R. 402 
(1944). See also First Nat’l Bank v. Missouri, 263 U.S. 640 (1924); HocEeNson, THE 
Economics oF Group BANKING 176 (1955); Note, Transamerica—The Bankholding 
Campany Problem, 1 Stan. L. Rev. 658, 661 (1949); 1 Paton, Dicesr or LecaL 
Opinions, Banks and Banking §§ 11.1, 11.5 (Supp. 1951); Annot., 186 A.L.R. 471 
(1942); Annot., 50 A.L.R. 1340 (1927). 
or ye = a = 17, at 16. 

. at 9. For a thorough listing of the advantages and disadvantages of grow 
banking, see id. at 139-50. . . “ atiiad 
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responsive to the needs of the community,” were subject to a 
conflict of interest between their banking and nonbanking in- 
terests,” were diminishing or eliminating competition” and were 
often merely a subterfuge for the evasion of state and federal 
laws.”* 

In rebuttal, advocates of the holding company system argued 
that far from lessening competition and fostering monopoly, 
holding companies had intensified banking competition.** They 
claimed that better service could be provided customers” 
through greater efficiency,” more highly trained management” 
and a better record for solvency.” The expansion of business 
with its attendant demand for enlarged credit, they asserted, 
required combining resources of individual banking units if 
credit was to be supplied from regional sources.” 


In 1933 Congress first directed its attention to the regulation 
of holding companies in the banking area. The Banking Act 
of that year required all national banking associations to obtain 
three reports annually from their holding company affiliates.” 
The reports were to be submitted to the Comptroller of the 
Currency with such information as the Comptroller might re- 
quire as to the relations of the holding company affiliate with 
the national banking association. Holding company affiliates 
were deprived of the privilege of voting their stock in member 
banks unless a voting permit had been granted by the Federal 
Reserve Board. When considering applications for voting 
permits the Board was directed to determine the “financial con- 


20 Hearings Before the Senate Committee on Banking and Currency on S. 76 and 
S. 1118, 83d Cong., 1st Sess., pt. 1, at 72 (1953). 

21 Jd. at 37. 

22 Id. at 59. 

23 Hearings Before the Senate Committee on Banking and Currency on S. 76 and 
S. 1118, 83d Cong., 2d Sess., pt. 8, at 723 (1954). See also Hearings, supra note 20, 
at 57, 65, 182. 

24 Hearings, supra note 23, at 630. 

25 Hearings Before the Subcommittee on Banking of the Senate Committee on Bank- 
ing and Currency on S. 880, S. 2350, and H.R. 6227, 84th Cong., 1st Sess. 344 (1955). 
26 Hearings, supra note 23, at 630. 

27 Hearings, supra note 25, at 339. 

28 Hearings, supra note 23, at 302, 405. 

29 Hearings, supra note 25, at 346-47. : 

30 Act - June 16, 1933, c. 89, 48 Star. 162 (codified in scattered sections of 12 
U.S.C.). 

8148 Star. 191 (1933), 12 U.S.C. § 161 (1952). 

82 Ibid. 

33 48 Star. 186 (1933), as amended, 12 U.S.C. § 61 (1952). 
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dition of the applicant, the general character of its management, 
and the probable effect of the granting of such permit upon 
the affairs of such bank. ...”** Further, holding companies had 
to agree to receive bank examiners, hold a certain percentage 
of marketable assets other than bank stock and submit detailed 
financial reports.» The permit was also conditioned upon hold- 
ing company affiliates’ divorcing themselves from control of 
securities companies.” Failure to comply with the conditions 
or voting the stock without a permit would be grounds for for- 
feiting the member bank’s standing in the Federal Reserve 
System.” 

Dissatisfaction with the 1933 provisions was soon expressed. 
The definition of holding company affiliate was considered too 
limited.” A holding company could escape most of the regu- 
lations by confining its control to nonmember banks“ or through 
electing not to vote its stock in a member bank.” Finally, the 
remedies were considered inadequate.“ 


Encouraged by the presidential request in 1938 for stronger 
legislation,“* opponents of the bank holding company form of 
banking began to press for legislation** which eventually culmin- 


ated in the present law. 


34 Ibid. 
85 Ibid. 
36 Ibid. 
87 Ibid. See also Note, Transamerica—The Bankholding Company Problem, 1 Stan. 
L. Rev. 658, 665-67 (1949). 
88 HoGENSON, THE Economics or Group BANKING 152-53 (1955). 
39 48 Stat. 163 (1933), as amended, 12 U.S.C. § 22la(c)(1) (1952). Holding 
company affiliates were expressly exempted from the Investment Company Act of 1940, 
54 Strat. 798, as promonn oj 15 U.S.C. § 80a-3(c)(4) (1952). 
40 FRB Ann. Rep. 34 (1943). See also Note, Transamerica—The Bankholding Com- 
Problem, 1 Stan. L. Rev. 658, 665-66 (1949). 

4148 Strat. 163 (1933), as amended, 12 U.S.C. § 22la(c)(1) (1952). See Note, 
Transamerica—The Bankholding Company Problem, 1 Stan. L. Rev. 658, 665 (1949). 
4248 Srat. 186 (1933), as amended, 12 U.S.C. §61 (1952). See Note, Trans- 
ement ~ — Bankholding Company Problem, 1 Stan. L. Rev. 658, 666 (1949). 

ee : 
44§. Doc. No. 173, 75th Cong., 3d Sess. 8-9 (1938). 
45 HocENSON, op. cit. supra note 38. The following bills were introduced: S. 2577, 
84th Cong., Ist Sess. (1955); S. 2350, 84th Cong., Ist Sess. (1955); S. 880, 84th 
Cong., Ist Sess. (1955); S. 1118, 83d Cong., 1st Sess. (1953); S. 76, 83d Cong., Ist 
Sess. (1953); S. 8547, 8lst Cong., 2d Sess. (1950); S. 2318, 8lst Cong., Ist Sess. 
(1949); S. 829, 80th Cong., Ist Sess. (1947); S. 792, 79th Cong., Ist Sess. (1945); 
S. 310, 77th Cong., Ist Sess. (1941); H.R. 6227, 84th Cong., Ist Sess. (1955); H.R. 
2674, 84th Cong., Ist Sess. (1955); H.R. 6504, 82d Cong., 2d Sess. (1952); H.R. 
5744, 8lst Cong., Ist Sess. (1949); H.R. 3351, 80th Cong., Ist Sess. (1947); H.R. 
6225, 79th Cong., 2d Sess. (1946); H.R. 2776, 79th Cong., Ist Sess. (1945). 
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THE ACT OF 1956 

The provisions of the 1933 legislation remain intact. The 
1956 law“ makes the following additions to holding company 
regulation: (1) a broader definition of bank holding company,“ 
(2) a virtually complete check upon interstate holding company 
expansion,“ (3) federal regulation of intrastate expansion,” (4) 
a legislative decree that all holding companies within the 1956 
act divest themselves of nonbanking voting interests” and (5) 
prohibitions against certain financial transactions between hold- 
ing companies and their banks.” 


Definition of Bank Holding Company 

The new definition is more comprehensive and yet less in- 
clusive than the 1933 version. A company is a bank holding 
company if it controls two or more banks. Unlike the earlier 
law,” the bank controlled need not be a member bank™ but at 
least two banks must be controlled. The measure of control 
has been reduced from fifty percent of the shares, under the 
1933 legislation,” to twenty-five percent of the voting shares 
under the present law.® Similar to the previous law, the 1956 


act embraces a company which “controls in any manner the 
election of a majority of the directors” of a bank.” Again, con- 


46 See p. 335 supra. 
4770 Strat. 183, 12 U.S.C.A. §§ 1841-48 (Supp. 1956). 
4870 Strat. 133, 12 US.C.A. § 184l(a) (Supp. 1956). 
4970 Stat. 134, 12 U.S.C.A. § 1842(d) (Supp. 1956). 
5070 Srat. 134, 12 U.S.C.A. §§ 1842(a), (b), (c) (Supp. 1956). 
5170 Stat. 135, 12 U.S.C.A. § 1843 (Supp. 1956). 
5270 Stat. 137, 12 U.S.C.A. § 1845 (Supp. 1956). 
53 An alternate definition not discussed in the text includes companies “for the 
benefit of whose shareholders or members 25 per centum or more of the voting shares 
of each of two or more banks or a bank holding company is held by trustees. . . .” 70 
Stat. 138, 12 U.S.C.A. § 1841(a)(3) (Supp. 1956). Holdings of stock for certain 
listed purposes are excluded from the definition by specific exemptions. Ibid. Com- 
panies registered under the Investment Company Act of 1940 before May 15, 1955, 
are exempted. Ibid. 
5470 Stat. 133, 12 U.S.C.A. § 1841(a)(1) (Supp. 1956). 
55 48 Stat. 162 (1933), as amended, 12 U.S.C. § 22la(c)(1) (1952). 
56 70 Stat. 133, 12 U.S.C.A. §§ 1841(a)(1), (c) (Supp. 1956). 
5748 Star. 162 (1933), as amended, 12 U.S.C. § 22la(c)(1) (1952). See Hear- 
ings Before the Subcommittee on Federal Reserve Matters of the Senate Committee 
on Banking and Currency on S. 2318, 81st Cong., 2d Sess. 31-32 (1950). See also 
Ww — Bankholding Company Problem, 1 Stan. L. Rev. 658, 665- 
66 (1949). 
5870 Stat. 133, 12 U.S.C.A. § 1841(a)(1) (Supp. 1956). 
59 Ibid.; 48 Stat. 162 (1933), as amended, 12 U.S.C. § 22la(c)(1) (1952). 

It seems doubtful that this alternative definition will add much to the fixed per- 
centage definition. The Board under the 1933 act apparently never had occasion to 
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trol of two banks is necessary” while the 1933 act applied where 
such control was exercised over one bank.” Perhaps the most 
important improvement upon the old regulations is that the 
new law applies whether a company chooses to vote its stock 
or not.” While the optional registration provisions of the old 
law only brought eighteen companies under federal control,” 
the 1956 version will automatically apply to approximately forty- 
six companies.“ However, by restricting the definition to com- 
panies controlling two or more banks, an estimated 117 “one- 
bank” holding companies will escape regulation under the 1956 
legislation.” 
A Roadblock to Interstate Expansion: The Douglas Amendment 
Section 3(d),° the Douglas Amendment, contains an ex- 
tremely significant restriction upon bank holding company 
growth. Holding companies cannot make new acquisitions out- 
side the state of their principal place of business unless authori- 
zed to do so by the express statutory language of another state.” 
At present there are no states which extend such an invitation™ 
and the likelihood of such legislation is very remote.” Thus, 


invoke it. In fact, the Board in its 1943 annual report to Congress, in which it com- 
plained of the inadequacy of the 1933 definition, quoted the percentage test but 
omitted reference to the “controls in any manner” provision. FRB ANN. Rep. 35 
(1943). 

6070 Star. 133, 12 U.S.C.A. § 1841(a)(1) (Supp. 1956). 

61 48 Star. 163 (1933), as amended, 12 U.S.C. § 22la(c)(1) (1952). 

6270 Srat. 133, 12 U.S.C.A. §§ 1841-48 (Supp. 1956). See Note, Transamerica— 
The Bankholding Company Problem, 1 Stan. EP Rev. 658, 666 (1949). 


63 Hearings, supra note 25, at 51-53. Yet approximately 116 on companies 
b. ” 


were theoretically encompassed by the “50 percent in one or more definition 
contained in the 1933 act. Id. at 59. 

64 The forty-six companies control a total of 1,018 banking offices, with total de- 
posits of $14,277,569,000. Id. at 54. 

85 Id. at 60. See p. 346 infra. 

66 70 Srat. 134, 12 U.S.C.A. § 1842(d) (Supp. 1956). 

67 “Notwithstanding any other provision of this section, no application shall be 
approved under this section which will permit any bank holding company or any 
oie thereof to acquire, directly or indirectly, any voting shares a teen in, 
or all or substantially all of the assets of any additional bank located outside of the 
State in which such bank holding company maintains its principal office and place 
of business or in which it conducts its principal operations unless the acquisition of 
such shares or assets of a State bank by an out-of-State bank holding company is 
specifically authorized by the statute laws of the State in which such bank is oamed, 
7 language to that effect and not merely by implication.” 

68 See 102 Conc. Rec. 6137 (daily ed. April 24, 1956) (remarks of Senator Doug- 
las). Hearings, supra note 25, at 77. 

6® The independent bankers consider such <r most unlikely. Interview with 
H J. Harding, Past President of the Independent Bankers Association of the 
Twelfth Federal Reserve District, Aug. 16, 1956. “No proposals for any State legis- 
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this section in effect will preclude future interstate bank hold- 
ing company expansion.” 

This barrier to holding company development was added on 
the Senate floor at the instance of Senator Douglas.” Until 
then the bill as reported from committee had incorporated a 
principle of regulated growth, giving the Federal Reserve Board 
discretion to approve interstate acquisitions despite state opin- 


ion.” The amendment, however, quite clearly leaves the matter 
for the states to determine. 

Senator Douglas explained that the amendment “aims to 
. . . carry over into the field of holding companies the same 
provisions which already apply for branch banking under the 
McFadden Act... ."* The McFadden Act™ amended the Na- 
tional Banking Act to allow national banks to establish branches 
within cities and counties of those states which authorized state 
banks to establish branches.” In 1933 this privilege was ex- 
tended on a state-wide basis." The purpose of the McFadden 
Act was to liberalize branch banking laws by putting national 
and state banks on a parity.” The Douglas Amendment, on the 


lation of that kind have come to the Board’s attention and we have no present in- 

formation on the basis of which any such legislation might be anticipated.” Letter of 

Sept. 13, 1956, from Merritt Sherman, Assistant Secretary, Board of Governors of the 

Federal Reserve System, on file with the Stanford Law Review. 

70 “[I}t constitutes an absolute prohibition against future expansion by bank holding 

companies.” 102 Conc. Rec. 6138 (daily ed. April 24, 1956) (Senator Bricker). 

71 Id. at 6134-41. Senator Douglas was joined in the offer by Senators Morse, Sten- 

nis, Lehman, Payne, Ervin, O’Mahoney and Chavez. Id. at 6134. 

72 §. Rep. No. 1095, 84th Cong., Ist Sess. 10 (1955). 

73 102 Conc. Rec. 6135 (daily ed. April 24, 1956). See also id. at 6137. It is 

obvious from the context that Senator Douglas’ reference to the McFadden Act 

includes the Banking Act of 1933, 48 Stat. 189, 12 U.S.C. § 36 (1952). 

74 Act ‘ Feb. 25, 1927, c. 191, 44 Star. 1224 (codified in scattered sections of 12 

US.C.). 

75 44 Strat. 1228 (1927), as amended, 12 U.S.C. § 36 (1952). 

76 48 Stat. 189 (1933), as amended, 12 U.S.C. § 36 (1952), reads as follows: 
“A National banking association may, with the approval of the Comptroller of the 
Currency, establish and operate new branches . . . at any point within the state in 
which said association is situated, if such establishment and operation are at the 
time authorized to State banks by the statute law of the State in question by 
language specifically granting such authority affirmatively and not merely by 
implication or recognition. . . .” [Emphasis added.] ’ 

The history behind the phrasing of the statute is related in 37 Ops. Att'y Gen. 325, 

$26-28 (1933). 

77 Id, at 325-34. Acting Attorney General Biggs made it clear that states could 

not secure branch banking privileges for their banks, while denying them to na- 

tional banks, by skillfully ed statutes. Id. at 333. “[T]he thought was to place 

both banking systems upon an equal competitive plane.” Attorney Gen. v. Michigan 

Nat'l Bank, 298 Mich. 417, 431, 299 N.W. 129, 134, 186 A.L.R. 458, 465 (1941). 

The Comptroller views all state statutes authorizing state bank branch banking as 
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other hand, while it does put interstate holding company ex- 
pansion and branch banking in much the same position, is a 
major setback to the development of multi-office banking.” 
In any state permitting holding company operations the prac- 
tical effect of the Douglas Amendment is to sanction state con- 
trol of interstate commerce.” Congress has virtually encour- 
aged the states to discriminate against out-of-state holding com- 
panies in a unique way.” Normally Congress indicates its amen- 
ability to active state regulation." But under the Bank Hold- 
ing Company Act, the state by failing to act can forestall inter- 
state expansion while, presumably, fostering intrastate develop- 
ment. However, any doubts formerly entertained as to the 
power of Congress to consent to state legislation discriminating 
against interstate commerce seems to have been laid to rest in 
the landmark case of Prudential Ins. Co. v. Benjamin.” Con- 
gress can regulate commerce among the states, and “regulate” 


satisfying the requirements of the Banking Act of 1933. Letter of Aug. 14, 1956, from 
L. A. Jennings, Deputy Comptroller of the Currency, on file with the Stanford Law 


78 During debate on the Douglas Amendment, Senators Bennett and Bricker pointed 


out that, contrary to the policy of equality of treatment under the McFadden Act, 
the effect of this act is to x Ain discrimination against out-of-state bank holding 
companies. 102 Conc. Rec. 6138-39 (daily ed. April 24, 1956). 

The Board objected to the use of the Banking Act of 1933 as a precedent for hold- 
ing company regulation. Hearings, supra note 25, at 78. Prior to the McFadden Act 
of 1927 and the Banking Act of 1933, national banks were absolutely forbidden 
from engaging in branch banking. See First Nat'l Bank v. Missouri, 263 U.S. 640, 656- 
59 (1924). On the other hand, holding company activities have been legislatively 
condoned for years. Hearings, supra nvte 25, at 77-88. 

79 Bank holding company operations would seem to constitute commerce within the 
meaning of the opinion in United States v. South-Eastern Underwriters Ass'n, 322 
U.S. 583 (1944). See Transamerica Corp. v. Board of Governors of Federal Reserve 
System, 206 F.2d 163, 165-66 (3d Cir.), cert. denied, 346 U.S. 901 (1953); Berle, 
Banking Under the Anti-trust Laws, 49 Cotum. L. Rev. 589, 590-91 (1949); Note, 
Transamerica—The Bankholding Company Problem, 1 Stan. L. Rev. 658, 669-76 
(1949). See also American Power & Light Co. v. SEC, 329 U.S. 90 (1946); North 
Am. Co. v. SEC, 327 U.S. 686 (1946). 

80 The constitutionality of this was challenged in debate on the Douglas Amendment. 
102 Conc. Rec. 6138-39 (daily ed. April 24, 1956) (remarks of Senators Bennett 
and Bricker). 

81 See note 82 infra. 

82 328 U.S. 408, 164 A.L.R. 476 (1946). Before the Prudential case, there was 
ample precedent for upholding state regulation of interstate commerce, otherwise 
invalid as violative of the commerce clause, when Con had given its consent. 
Ashurst-Sumners Act, 49 Stat. 494 (1935), as amended, 18 U.S.C. § 1761 (1952), 
Kentucky Whip & Collar Co. v. Illinois Cent. Ry., 299 U.S. 334 (1937); Hawes- 
Cooper Act, 45 Stat. 1084 (1929), 49 U.S.C. § 60 (1952), Whitfield v. Ohio, 297 
U.S. 481 (1936); Webb-Kenyon Act, 37 Stat. 699 (1913), as amended, 27 U.S.C. 
§ 122 (1952), Clark Distilling Co. v. Western Maryland Ry., 242 U.S. 311 (1917); 
Wilson Act, 26 Stat. 313 (1890), 27 U.S.C. § 121 (1952), In re Rahrer, 140 U.S. 
545 (1891). Far from certain, however, was the validity of state legislation that 
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in some areas means “prohibit.”"** The trend of decisions in- 
dicates that the states may do likewise with the approval of 
Congress.™* 


The Intrastate Area 

Until the states enact invitatory legislation for out-of-state 
holding companies, the Federal Reserve Board's authority is 
limited to regulating acquisitions of an intrastate character. The 
Board may approve intrastate acquisitions which convert a com- 
pany into a bank holding company.* A bank holding company 
may be allowed to acquire more than five percent of the voting 
stock or substantially all the assets of a bank® and a bank holding 
company may even be permitted to merge with another bank 
holding company.’ When an application is made the Board is 
directed by section 3(c) of the act to consider: 


(1) the financial history and condition of the company or com- 
panies and the banks concerned; (2) their prospects; (3) the 
character of their management; (4) the convenience, needs, and 
welfare of the communities and the area concerned; and (5) whe- 
ther or not the effect of such acquisitions or merger or consolidation 


“discriminated” against interstate commerce even when Congress had given its “con- 

sent.” See Note, Congressional Consent to Discriminatory State Legislation, 45 

Cotum. L. Rev. 927, 935-38 (1945). In the Prudential case, the Court rejected any 

concept of the commerce clause in and of itself prohibiting discrimination by Congress 

against interstate commerce. “The commerce clause is in no sense a limitation upon 

the power of Congress over interstate and foreign commerce. On the contrary, it is 

. . » @ grant to Congress of plenary and supreme authority over those subjects.” 

Prudential Ins. Co. v. Benjamin, supra at 423, 164 A.L.R. at 490. See 45 Micu. L. 

Rev. 363, 365 (1947). On the general subject of co-operation by “adoption” of laws, 

see FREUND, SUTHERLAND, Howe & BROWN, CONSTITUTIONAL Law, CASES AND 

OTHER PrositeMs 670-72 (1954). 

83 See, e.g., United States v. Darby, 312 U.S. 100, 182 A.L.R. 1430 (1941); Cami- 

netti v. United States, 242 U.S. 470 (1917); Hoke v. United States, 227 U.S. 308 

(1913); Hipolite Egg Co. v. United States, 220 U.S. 45 (1911); Champion v. Ames, 

188 U.S. 321 (1903). 

84 See cases cited note 82 supra. 

85 In its pertinent parts § 3 of the Bank Holding Company Act reads: 
“It shall be unlawful except with the prior approval of the Board (1) for any 
action to be taken which results in a company Cocnaiag a bank holding company. 
. + 3 (2) for any bank holding company to acquire direct or indirect ownership 
or control of any voting shares of any bank if, after such acquisition, such com- 
pany will directly or indirectly own or control more than 5 per centum of the 
rae | shares of such bank; (3) for any bank holding company or subsidiary there- 
of, other than a bank, to acquire all or substantially all of the assets of a bank; or 
(4) for any bank holding company to merge or consolidate with any other bank 
holding company.” 

70 Stat. 134, 12 U.S.C.A. § 1842(a) (Supp. 1956). 

86 Ibid. 

87 Ibid. 
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would be to expand the size or extent of the bank holding company 
system involved beyond limits consistent with adequate and sound 
banking, the public interest, and the preservation of competition in 
the field of banking.** 


To an uncommon degree the discretion of the Board is gov- 
erned by the procedure provided by section 3. Whether the 
Board must afford the holding company a hearing may depend 
upon the action taken by state or federal officials. Since future 
holding company expansion must be in compliance with section 
3, a more detailed discussion of its procedure seems appropriate. 


A company desiring new intrastate acquisitions is directed 
to submit its application to the Board® which, in turn, is to notify 
the Comptroller, if the acquisition concerns a national bank, or 
the appropriate state authority, if a state bank is involved.” If 
the Comptroller or state authority disapproves the application in 
writing within thirty days, the Board must afford the interested 
parties a hearing and render its decision by an order." Under 
section 9,” the party aggrieved will then be entitled to judicial 
review of the order in the United States Courts of Appeals. 

A question will arise when the state or federal authority to 
whom the application was referred either approves or fails to 
act upon the application within the thirty-day period. The act 
read literally would preclude a hearing in these circumstances 
and make judicial review meaningless. It is clear that Congress 
intended that there be no hearing in such a situation,”* but with- 
out a hearing it is doubtful that an appellate court will have 


88 Ibid. The act indicates that all applications are to be tested by these criteria. Ibid. 


The extent to which this may in fact be compulsory is at pp. 341-44 infra. 
89 70 Stat. 134, 12 U.S.C.A. §§ 1842(a), (b) (Supp. 1956); R tion Y, § 4(d), 
21 Fen. Rec. 5686 (1956). 

—- 184, 12 U.S.C.A. § 1842(b) (Supp. 1956). 

91 Ibid. 


9270 Strat. 138, 12 U.S.C.A. § 1848 (Supp. 1956). 

93 Considering § 9, the judicial review section, in conjunction with sections 3 and 5 
and Regulation Y, 21 Fep. Rec. 5686 (1956), it might seem that a hearing was 
intended in every case despite the action of the federal or state authority. The 
Board is empowered to issue “orders” to effectuate the administration of the act. 
70 Strat. 137, 12 U.S.C.A. § 1844(b) (Supp. 1956). Pursuant to this authority, the 
Board has said that it will t or deny all stock or asset acquisition applications by 
“orders.” Regulation Y, § 4(g), 21 Fep. Rec. 5688 (1956). The immediate problem 
becomes whether “orders” issued pursuant to §5(b), but not mandatory under § 3, 
are “orders” within the meaning of the judicial review section. Section 9 provides that 
where any “party aggrieved by an order” seeks review, “a transcript of the record 
made re the board” must be filed with the court. 70 Star. 138, 12 U.S.C.A. 
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an adequate record” to exercise the jurisdiction ostensibly con- 
ferred by section 9.°° 

The importance of a determination that there be no hearing 
when the state or federal official approves an application or 


§ 1848 (Supp. 1956). The court then has power to uphold, modify or deny the 
order. Ibid. Findings of fact are made conclusive where supported by substantial 
evidence. Ibid. The incorporation of the substantial evidence test provides grounds 
for arguing that § 9 implies a hearing requirement in every case, for without a hearing 
the court would not have an adequate record to exercise appellate jurisdiction. 

However, the legislative history is clear that hearings were not intended where 
the state official approved the application as well as in the other situations not 
explicitly covered by § 3. See 102 Conc. Rec. 6231-32 (daily ed. April 25, 1956). 
The Federal Reserve Board vigorously opposed all amendments which made hearings 
prerequisite to their decisions. Hearings Before the Senate Committee on Banking 
and , name on the Nomination of William McChesney Martin, Jr., 84th Cong., 
2d Sess. 37-38 (1956). Relying on federal precedent concerning applications for 
bank charters or branches, the Board sand that no formal hearings should be 
required. Id. at 38. Formal hearings, it was contended, would prove too time 
consuming and would require disclosure of damaging financial information. Ibid. 
Whatever merits these am have, the Board’s contentions prevailed with the 
exception that Congress felt some concession should be made to states’ rights. 

In the gestation stages of the Bank Holding Company Act, a bill, strongly en- 
dorsed by the independent bankers, would have given the state authorities a veto 
power over any new acquisitions by holding companies. H.R. 6227, 84th Cong., Ist 
Sess. §5(b) (1955). But at this point the interest in a national uniform policy 
obtained. S. Rep. No. 1095, 84th Cong., Ist Sess. 10-11 (1955). It was decided that 
the Board should have final discretion with the state given an opportunity to in- 
dicate its disapproval and argue its case before the Board. Id. at 9-11. Having 


achieved this compromise between state and national interests, Congress pry 


felt that the arguments of the Federal Reserve for abolishing all hearings could not be 
allowed to obliterate this vestigial state privilege. But it is evident that Congress 
did yield to the Board’s argument up to this point. Senator Morse an 
amendment stipulating that opportunity for a hearing must be afforded before any 
application could be denied. 102 Conc. Rec. 6231 (daily ed. April 25, 1956). The 
amendment was defeated in the Senate. Id. 6232. See the debate on this amendment, 
particularly Senator Robertson’s statement. Id. 6231-32. 

%4 Presumably, the Board will be bound by the Administrative Procedure Act, 60 
Stat. 237 (1946), 5 U.S.C. §§ 1001-11 (1952), to indicate the reasons for denying 
an application. 60 Stat. 241 (1946), 5 U.S.C. § 1005(d) (1952). The Board has in- 
— that it feels bound to provide this minimal “record.” Hearings, supra note 93, 
at 38. 

95 Since hearings were only intended where the state or federal official disapproved the 
application in writing within thirty days, in all other situations the court of appeals 
might find that “orders” issued pursuant to § 3 are not “orders” within the meaning 
of §9. In short, the court should reason from the absence of a hearing to a deter- 
mination that these are not reviewable orders, rather than reason from the label 
“order” to a mandatory hearing in all cases. 

Resort to the Administrative Procedure Act should lead to the same conclusion. 
Section 10(e) of that act allows the federal courts to set aside final agency actions 
which are “arbitrary, capricious, [or] an abuse of discretion. . . .” 60 Stat. 243 
(1946), 5 U.S.C. §1009(e) (1952). But § 10 qualifies this power to the extent 
that “agency action is committed to agency discretion.” 60 Stat. 243 (1946), 5 
U.S.C. § 1009 (1952). Determination of what is committed to agency discretion 
refers the matter back to the congressional intent. See Davis ADMINISTRATIVE Law 
842-43 (1951). Here again, the intent that there be no hearings except as explicitly 
provided should be strong evidence that the matter is left to the Board’s discretion. 
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fails to act within thirty days is that such a construction of the 
act causes sections 3 and 9 to lose any semblance of logical 
symmetry and perhaps imparts an effect that is fatally capricious. 


For example, the authorzed state official who feels that bank 
holding company strength is needed to bolster a bank within 
the state may approve the application only to be subject to sum- 
mary disapproval by the Federal Reserve Board. To give the 
holding company the full protection of the act, the wiser course 
for such an official to take would be to disapprove the applica- 
tion! 

From the point of view of the holding company, this interpre- 
tation produces absurd results. Where a bank holding company 
has the good fortune of finding a state official that will disapprove 
the application, it will have an opportunity to present its case 
and obtain judicial review. Another holding company whose 
application is approved by the state official will be practically 
without these rights should the Federal Reserve Board subse- 
quently disapprove the request.” 


The impact of the act upon intrastate expansion will then 
ultimately depend upon the attitude of the Federal Reserve 


The criteria applicable to §3 applications are so amorphous that a showing of 
capriciousness would be virtually impossible on the basis of a record without a hear- 
ing. See pp. 340-41 supra. Conversely their very vagueness is evidence of an intent 
to vest final administrative discretion in the Board. Such a decision would relegate 
many stock and asset ge | applications to the status of bank charter and 
branch applications from the denial of which there is no judicial review. See First 
Nat’l B v. Murray, 212 Fed. 140, 142 (8th Cir. 1914). See also Adams v. Nagle, 
803 U.S. 532 (1938); Miller v. Stock, 65 F.2d 778, 90 A.L.R. 1061 (3d Cir. 1933). 
It should be noted that statutes relating to bank charters and branches do not require 
an evaluation of the competitive impact of ded banking institutions. 64 Star. 
876, 892 (1950), 12 U.S.C. §§ 1816, 1828(d) (1952) (nonmember insured bank 
branches); 48 Star. 189 (1933), as amended, 12 U.S.C. § 36 (1952) (national bank 
branches); 40 Stat. 232 (1917), as amended, 12 U.S.C. § 322 (1952) (state member 
bank branches); 38 Stat. 259 (1913), as amended, 12 U.S.C. § 321 (1952); Rev. 
Star. § 5168 (1875), 12 U.S.C. § 26 (1952) (national bank charters). However, under 
the Bank Holding Company Act, the Board must concern itself with the “preservation 
of competition in the field of banking.” 70 Star. 134, 12 U.S.C.A. § 1842(c) (Supp. 
1956). As antitrust lawyers will know, this finding can not be based on intuition. 

For a discussion of the constitutional problem suggested by the denial of a 
hearing, see Davis, The Requirement of a Trial-Type Hearing, 70 Harv. L. Rev. 193 
(1956); Davis, The Requirement of Opportunity to be Heard in the Administrative 
Process, 51 Yate L.J. 1093 (1942); Note, Necessity for a Hearing before Enforcing 
Order of Interstate Commerce Commission, 43 Yate L.J. 1300 (1934). 

The possibility of nonstatutory review is beyond the scope of this Note. For a gen- 
eral treatment of the subject, see Davis, ADMINISTRATIVE Law 729-42 (1951). 

%6 This discrepancy was noted and criticized by Senator Morse. 102 Conc. Rec. 
6223 (daily ed. April 25, 1956). 
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Board. It should be noted that the Board is required to evaluate 
the effect of an acquisition upon “the preservation of competi- 
tion in the field of banking.”’’ With the Douglas Amendment 
blocking interstate concentration, this factor should have in- 
creasing significance as holding companies attempt to expand 
within state confines. 


Separation of Banking and Nonbanking Control 

The most telling blow to certain holding companies is the de- 
cree that bank holding companies divest themselves of voting 
shares in nonbanking corporations and refrain from future 
acquisition of such interests. Holding companies under the 
act are thus given the choice of either relinquishing all their 
banking interests, except one bank, in order to escape being 
subject to the act or remain a bank holding company and re- 
linquish all nonbanking voting stock.” 

A major exception to the application of the divestiture re- 
quirement is made for “shares of any company all the activities 
of which are of a financial, fiduciary, or insurance nature. . . .”*”° 
With most companies expected to attempt to secure a broad in- 


terpretation of this section, considerable litigation can be fore- 
seen. Again, the procedure for applying this section may be 
defective. The problem arises from the Board’s lack of power 
to subpoena witnesses and compel the production of docu- 
ments."** Under the provisions of the act the Board is required 
to afford a hearing and issue an order approving or denying 
the request for exemption from divestiture." Under other 


9770 Stat. 134, 12 U.S.C.A. § 1842(c) (Supp. 1956). See also the criteria em- 
loyed in regulation of public utilities. 49 Star. 818 (1985), 15 U.S.C. § 79j(b) 
1952). 

98 The relevant provisions are: 

“[A]fter two years from May 9, 1956 or from the date as of which it becomes a 
bank holding company, whichever is later, [the holding company shall not] 
retain direct or indirect ownership or control of any voting shares of any company 
which is not a bank or bank holding company. .. .” 

70 Stat. 135, 12 U.S.C.A. § 1843(a)(2) eg 1956). 

99 The ameliorating tax provisions provided by § 10 to accompany divestiture are 

beyond the scope of this Note. See Int. Rev. Cove or 1954, §§ 1101-3, added by 

70 Srat. 189 (1956). 

10070 Strat. 135, 12 U.S.C.A. § 1843(c)(6) (Supp. 1956). While it would be pre- 

mature to attempt to predict the boundaries of this termindlogy, Congress has in- 

dicated that the exception at least covers credit insurance programs. S. Rep. No. 1095, 

84th Cong., Ist Sess. 13 (1955). 

101 See notes 103 & 104 infra. 

102 70 Stat. 135, 12 U.S.C.A. § 1843(c)(6) (Supp. 1956). 
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statutes’ the Board had been ordered to provide hearings, 
but only in proceedings concerning noncompliance with foreign 
branch banking laws was the Board authorized to “send for 
persons and papers, subpoena witnesses, and administer oaths. 

77104 

The Administrative Procedure Act permits hearing officers 
to issue subpoenas when presiding over hearings required by 
statute.’ However, the officer has authority to issue subpoenas 
only to the extent that the agency itself has such authority.’ 
Thus it is at least questionable whether orders requiring divesti- 
ture will meet the requirements of procedural due process. The 
point was raised, but not decided, in Transamerica Corp. v. 
Board of Governors of Federal Reserve System." Opinion dif- 
fers among legal writers.*”° 


Prohibitions Against Self-Dealing 

A significant contribution to the law regulating banking prac- 
tice is made by section 6 of the act.*° Among other things, 
it is unlawful for a bank to invest in the obligations of its hold- 
ing company.’ A bank may not make loans to either its holding 


company or a brother subsidiary." The potential for abuse 
through holding company control over bank lending policies 


103 See, e.g., 48 Stat. 193 (1933), as amended, 12 U.S.C. §77 (1952) (proceed- 
ings to remove directors); 38 Stat. 734 (1914), as amended, 15 U.S.C. § 21 (1952) 
(violation of Clayton Act by banks); 38 Star. 259 (1913), as amended, 12 U.S.C. 
§ 327 (1952) (membership forfeiture proceedings); 38 Stat. 254 (1913), as amend- 
ed, 12 U.S.C. § 301 (1952) (credit speculation by member bank). 

104 39 Stat. 756 (1916), as amended, 12 U.S.C. § 603 (1952). “Nowhere else . . . 
are powers of issuing subpoenas and administering oaths given to the Board.” S. Doc. 
No. 186, 76th Cong., 3d Sess., pt. 9, at 24 (1940). 

105 60 Strat. 241 (1946), 5 U.S.C. § 1006 (1952). 

106 Tbid. 

107 206 F.2d 163, 170 (3d Cir.), cert. denied, 346 U.S. 901 (1953). 

108 “Probably due process is not violated by a tribunal’s lack of authority to subpoena 
witnesses or documents, although the authorities are weak, and a state court has 
held the contrary.” Davis ADMINISTRATION Law 302-3 (1951). “[A] judicial decree 
. .. upon facts established in an administrative record with respect to which neither 
party enjoyed the right of compulsory process in developing essential facts. . . . would 
seem to be [clearly] . . . a denial of due process of law.” 5 Toutmin, ANTI-TRuUsT 
Laws 63 (1950). 

109 70 Stat. 137, 12 U.S.C.A. § 1845(a) (Supp. 1956). 

110 bid. 

111 Ibid. However, the parent may make loans to any of its subsidiaries. Congress 
noted the a to the holding company, to the shareholders and depositors of 
the subsidiary bank and to the general public in such “downstream” financing. S. REP. 
No. 1095, 84th Cong., Ist Sess. 15 (1955). 
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was demonstrated to Congress* and undoubtedly these pro- 
visions will deter future misuse of the holding company device. 


General Import of the Act 

In a larger perspective the Bank Holding Company Act is an 
expression of congressional fear that concentration in banking 
has reached proportions where preventative action must be 
taken lest monopoly result.“* The impact of the act demon- 
strates that banking size and not banking practice was the key 
consideration. 

By shaping the definition of holding company to exclude 
companies controlling only one bank,"* Congress tacitly admits 
that sound banking practice and the holding company form are 
not intrinsically inconsistent. Moreover, Congress implicitly 
indicts big holding companies by making the prohibitions of 
section 6 against upstream and horizontal lending apply only to 
companies controlling the voting stock of two or more banks.*** 

Examination of the divestiture requirement and its back- 
ground heightens the inference that fear of size was the dominat- 
ing consideration."* Perhaps the most frequently advanced 
argument for separation of banking from nonbanking interests 
was that bank holding companies should not be permitted to do 
what banks cannot do, e.g., engage in other enterprises." It is 
true that banks are forbidden the privilege of holding corporate 


112 An illustration is recorded in H.R. Rep. No. 609, 84th Cong., Ist Sess. 18-19 
(1955). For a more detailed statement of the same instance, see Hearings, supra 
note 20 at 53-55, 104-13. 

113 “Your committee believes that the destruction of the American unit bankin 
system, resulting in the further concentration of credit facilities, would have re- 
volutionary effects upon our free-enterprise . Ultimately, monopolistic con- 
trol of credit could entirely remold our fundamental political and social institu- 
tions.” 

S. Rep. No. 609, 84th Cong., Ist Sess. 2 (1955). 

114 See pp. 337-38 supra. 

115 See pp. 345-46 supra. 

116 See pp. 344-45 supra. 

117 Senator Robertson, sponsor of S. 2577, 84th Cong., 2d Sess. (1956), and chair- 

man of the Subcommittee on Banking said: 

“The bill has . . . three primary purposes. 


“Third—and this is very important—the committee took the position that since 
the Banking Act of 1933 absolutely prohibited any private banker from doin 
any kind of business except banking, the bank holding companies, if they wi 
to remain in the banking business, must of necessity . . . get rid of their non- 
banking assets.” 

102 Conc. Rec. 6194 (daily ed. April 25, 1956). See Hearings, supra note 25, at 104. 
See also FRB Ann. Rep. 36 (1943). 
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stock."® The evident purpose of this restriction is to guard 
against the speculative use of depositors’ funds. But the hold- 
ing company does not directly hold depositors’ funds, so to this 
extent the reasoning is inapposite. And, as for indirect abuse of 
depositors’ funds through sale of unsecured paper to the bank, 
Congress evidently felt this type of abuse could be prevented 
by measures short of divestiture since it enacted this very type 
of safeguard in section 6."” 

The unfair advantages which the holding company form al- 
legedly encourages were also described to Congress as justify- 
ing the need for divestiture.’ The “tie-in” sale was cited as a 
possible abuse." The bank as a condition to extending credit 
might require the borrower to purchase goods or services from 
a nonbanking subsidiary. Or, a similar practice from the non- 
banking side is possible.” A powerful manufacturing subsi- 
diary might actively recruit bank customers by suggesting to its 
suppliers the advisability of dealing with X bank. Whether, 
and to what extent, such practices exist in fact has not been 
documented.’ Assuming such practices are prevalent, the 


need to preserve sound banking practice does not adequately 


118 See e.g., 49 Strat. 709 (1935), 12 U.S.C.A. § 24(7) (Supp. 1956); 48 Srar. 
165 (1933), 12 U.S.C. § 335 (1952). 

11970 Stat. 137, 12 U.S.C.A. § 1845(a) (Supp. 1956). 

120 See Hearings, supra note 25, at 64; Hearings, supra note 20, at 24. 

Holding companies assert that certain natural consequences of the holding company 
device are not “unfair.” For instance, nonbanking subsidiaries strengthen the group 
banks since earnings of these subsidiaries may be used directly or indirectly to 
increase the capitalization of member banks. Holding companies may simply turn 
over part of such earnings to wholly owned banks needing additional capital as a 
contribution to surplus. Hearings Before the Senate Committee on Banking and 
Currency on S. 2577, 84th Cong., 2d Sess., pt. 2, at 53, 56 (1956). Also, the fact 
that these earnings make the parent’s stock a more attractive investment facilitates the 
raising of capital. This, in turn, can be applied to bolster the subsidiary banks. See 
HocENson, THE Economics oF Group BANKING 144-45 (1955). 

121 See Hearings, supra note 25, at 64; Hearings, supra note 20, at 24. 

122 See Hearings, supra note 25, at 64. 

128 The Board “could not state an instance which . . . [it] would be willing to 
vouch for.” Id. at 65. See also Hearings, supra note 120, at 122. 

The holding company most affected by divestiture, Transamerica Corporation, chal- 
lenged the allegations as unfounded. 

“It is intimated that we use our banks to favor our nonbanking business by 
forcing customers of our bank to buy their seafood, their metals, or ee insurance 
from our other companies and that our other companies require their customers 
‘to do business with our banks. 

“This is not true. There is no evidence of this because it does not occur. . . . It 
would be a shocking thing if the Congress adopted legislation merely in the 
face of this unfounded suspicion.” 

Hearings, supra note 25, at 377. 
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explain the severe divestiture requirement. Congress presum- 
ably could have tailored legislation to block such abuses. If 
not, it is still difficult to understand why only companies con- 
trolling two or more banks are susceptible to engaging in such 
mispractices.** The import of the divestiture decree seems 
most sharply highlighted by the fact that only six holding com- 
panies will be affected by it.’ 


Prospect for Concentration in Banking 

The broadsword of divestiture will pare away a considerable 
portion in bank holding company power. With interstate branch 
banking prohibited and expansion via the holding company 
device also effectively circumscribed, most routes to a national 
banking empire have been closed. But a major means of 
financial concentration—merger—still remains relatively unregu- 
lated.’*® Asset acquisitions by corporations subject to the juris- 


124 Tronically, the divestiture requirement will enable the very abuses which Congress 
intended to forestall by the self-dealing prohibitions of § 6. See 70 Star. 137, 12 US. 
C.A. § 1845 (Supp. 1956). Divestiture may be accomplished by direct stock distribu- 
tions of on property” to holding company shareholders, or by transferring 
the “prohibited property” to a new holding company created to receive this property. 
S. Rep. No. 1095, 84th Cong., Ist Sess. 16 (1955). Under either method it is obvious 
that a community of interests will continue between the holding company and the 
now-divested nonbanking corporations. 

The strictures of the Banking Act of 1933 will also become inapplicable. See 48 
Stat. 183 (1933), as amended, 12 U.S.C. §37lc (Supp. 1956). In publicly held 
corporations the possibilities of improper financial dealing will dissipate as the com- 
munity of interests is diluted through stock transfers. 

125 See Bank Holding Company Act Becomes Law, 73 Banxinc L.J. 475 (1956). 
Two of the holding companies subject to the holding company provisions of the 
Banking Act of 1933 escaped divestiture under the 1956 act by tailor-made amend- 
ments. See 70 Stat. 135, 12 U.S.C.A. §§ 1843(c)(4), (5) (Supp. 1956). See also 
102 Conc. Rec. 6127-34 (daily ed. April 24, 1956). Some, otherwise within the 
definition, were excluded from the act entirely. See 70 Stat. 133, 12 US.C.A. §§ 
1841(a)(3)(B), (E) (Supp. 1956). See also 102 Conc. Rec. 6191-95, 6210 (daily 
ed. April 25, 1956). 

126 Mergers, however, are not completely unfettered. Where the resulting bank will 
be a national banking association, the approval of the Comptroller is necessary. 66 
Strat. 599, 12 U.S.C. § 34b(a) (1952). If the result of the merger will be a state 
member bank and a diminution of capital and surplus is expected, then the Board 
must approve. 64 Stat. 892 (1950), 12 U.S.C. § 1828(c) (1952). Likewise, if the 
result is a nonmember insured bank, and, again, a diminution in the aggregate capital 
and surplus occurs, the blessing of the F es Deposit Insurance Corporation must 
be sought. Ibid. The prominent defect in all these cases is that the agency does not 
have to evaluate the competitive impact of the merger. “There is no statutory 
directive in Federal legislation which requires the bank supervisory agencies to 
consider factors involving competition and monopoly in merger transactions presently 
under their jurisdiction.” Hearings Before a Subcommittee of the Senate Committee on 
Banking and Currency on S. 3911, 84th Cong., 2d Sess. 8 (1956) (statement of 
Mr. Cook, Chairman, the Federal Deposit Insurance Corporation). For a listing of 
“banking factors” considered by the FDIC, see note 141 infra. 
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diction of the Federal Trade Commission were brought within 
section 7 of the Clayton Act by a 1950 amendment.” However, 
since the Federal Trade Commission does not have jurisdiction 
where the Federal Reserve Board governs,” this merger re- 
striction is inapplicable to the banking area.” 


Recently merger has been a more important method of con- 
centration than the bank holding company device. From Janu- 
ary 1, 1950, to December 31, 1955, 830 national and state banks 
were merged into other national and state banks.” Further, 
the Bank Holding Company Act has underscored the import- 
ance of merger. The Douglas Amendment, in effect, makes 
merger at the bank level a privilege restricted to certain holding 
companies.* For instance, before the effective date of the 
act, Transamerica Corporation had acquired bank subsidiaries 
in eleven western states.’*? In all of these states further ex- 
127 64 Sra. 1126 (1950), 15 U.S.C. § 18 (1952), amending 38 Star. 730 (1914). 
Section 7 also prohibits stock acquisitions where “the effect of such acquisition may be 
substantially to lessen competiton . . . or to tend to create a monopoly. . . .” 38 Srar. 


781 (1914), as amended, 15 U‘S.C. § 18 (1952). 
The stock acquisition restrictions have not checked holding company expansion. 


See Transamerica —_ v. Board of Governors of Federal Reserve System, 206 F.2d 


168 (3d Cir.), cert. , 346 U.S. 901 (1953); Neal, The Clayton Act and the 
Transamerica Case, 5 Stan. L. Rev. 179 (1953); Note, Transamerica—The Bank- 
holding Company Problem, 1 Stan. L. Rev. 658 (1949). 

The same may be said for less formal attempts to halt holding company ex- 
pansion. See People’s Bank v. Eccles, 161 F.2d 636 (D.C. Cir. 1947), reversed on 
other grounds, Eecles v. Peoples’ Bank, $33 U.S. 426 (1948); Note, Judicial In- 
validation of Federal Reserve Policy Against Bank Holding Company Expansion, 57 
Yare L.J. 297 (1947). 

128 38 Strat. 734 (1914), as amended, 15 U.S.C. § 21 (1952). 

129 64 Srat. 1125 (1950), 15 U.S.C. § 18 (1952), amending 38 Star. 730 (1914). 
See Hearings, supra note 126, at 60 (remarks of Stanley N. Barnes, Assistant At- 
torney General). 

180 These 830 banks had total resources of $18,608,000,000. Id. at 20. 

181 No holding company “or any subsidiary thereof” may acquire stock or assets 
in a bank located outside the state where the holding company has its principal office. 
70 Stat. 134, 12 US.C.A. §1842(d) (Supp. 1956). However, “subsidiary” is 
defined as any company whose shares are controlled by a bank holding company. 70 
Star. 133, 12 U.S.C.A. § 1841(d) (Supp. 1956). The all-inclusive definition of 
“bank”—“any national banking association or any state bank, savings bank, or trust 
company... ."—in 70 Strat. 183, 12 U.S.C.A. § 1841(c) (Supp. 1956), leaves the 
impression that a “subsidiary” is not a “bank.” Therefore, hale in a holding com- 
pany system may continue to merge without the confines of the Bank Holding Com- 
pany Act. See 8, supra note 126, at 19, 27, 35, 90-91. 

182 Since December 31, 1955, Transamerica acquired a majority stock interest in 
twénty additional banks located in six new states—Colorado, Idaho, Montana, New 
Mexico, Utah and Wyoming. Letter of August 16, 1956, from Transamerica Cor- 
poration, on file with the Stanford Law Review. Transamerica already had banking 
subsidiaries in five states—Arizona, California, Nevada, Oregon and Washington. 
TRANSAMERICA Corp., ANNUAL Report 18 (1955). 
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pansion via merger is possible at the bank level.’** But holding 
companies presently confined to one state will not be able to 
expand across state lines.’** 

It is doubtful that this loophole will long remain open. The 
President has already urged extension of federal regulation “to 
all mergers of banking institutions.’ With this impetus, the 
House of Representatives passed bills which would subject 
bank mergers to the same restrictions of the Clayton Act as 
presently govern stock acquisitions.** Thus the Federal Reserve 
Board and the Attorney General would be given new power to 
prosecute under the Clayton Act.’*” 

The federal banking agencies are opposed to this approach. 
A bill under their sponsorship,” retaining the present division 
of authority among the Comptroller, the Board and the Federal 


188 The importance of merger varies to the extent that state law permits retention 
of merged banks as branches. 

Seven of these states permit state-wide branch banking: Anrz. Cope Ann. § 51-208 
(1989); Car. Fin. Cope § 500 (West, 1955); Ipano Cope Ann. § 26-1001 (1948); 
Nev. Comp. Laws § 747 (Supp. 1931-41); One. Rev. Strat. § 714.020 (1953); 
Uran Cope Ann. § 7-3-6 (Supp. 1955); Was. Rev. Cove § 30.40.020 (1951). 

Two others allow it in restricted areas: N.M. Stat. ANN. § 48-2-17 (1953) (in 


138 


county where head office is located); Wyoming (within city of head office). “In the 
State of be | although there is no statute on the subject of branch banking the 


Attorney General has ruled in a recent opinion that state banks may establish branches 
within the cities in which they are located.” Letter of Aug. 14, 1956, from L. A. 
Jennings, Deputy Comptroller of the Currency, on file with the Stanford Law Review. 
Only in Colorado and Montana, among the eleven, is branch banking prohibited. 
Coro. Rev. Stat. ANN. § 14-1-63 (1953); Mont. Rev. Copes Ann. § 5-1028 (1947). 
184 For instance, of the eighteen holding companies subject to regulation under the 
Banking Act of 1933, fourteen operated exclusively within one state. Hearings, supra 
note 25, at 51-52. 
135 EcoNnoMIC REPORT OF THE PresipENT 79 (Jan. 1956). 
136 H.R. 9424, 84th Cong., 2d Sess. (1956); H.R. 5948, 84th Cong., 2d Sess. (1956). 
Companion bills were introduced in the Senate. See S. 3424, 84th Cong., 2d Sess. 
(1956); S. 3341, 84th Cong., 2d Sess. (1956). 
187 88 Stat. 734 (1914), as amended, 15 U.S.C, §21 (1952). H.R. 9424, 84th 
Cong., 2d Sess. § 1 (1956), would also require ninety-day premerger notification to the 
Board and the Department of Justice where the pate | net worth of the acquirin 
-_ Ld acquired corporation exceeds $10,000,000. This provision is not corfin 
to . Ibid. 
188 They claim greater flexibility is needed in considering proposed bank mergers 
than is provided by the “substantial lessening of competition” Clayton Act test. Mer- 
gers which may substantially lessen competition, they argue, may still be in the 
public interest if the bank to be merged is poorly managed, is likely to fail eventuall 
or is too small to meet the needs of the community. Hearings, supra note 126, at 10, 48. 
In opposition to S. 3911 84th Cong., 2d Sess. (1956), the Justice Department 
contends that additional criteria are, in the main, unnecessary since it con- 
sistently recognized the “failing corporation” exception of International Shoe v. FTC, 
280 U.S. 291, 299-303 (1930). Hearings, supra note 126, at 62-64 (remarks of 
Stanley N. Barnes, Assistant Attorney General). 
189 S. 3911, 84th Cong., 2d Sess. (1956). See Hearings, supra note 126, at 12. 
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Deposit Insurance Corporation, was passed by the Senate. Ad- 
vance approval" would be predicated upon an evaluation of 
the merger’s effect on competition and a consideration of the 
“banking factors” found in section 6 of the Federal Deposit 
Insurance Corporation Act.’ 

Whichever approach is taken, the odds favor enactment of 
some form of antimerger legislation. With the merger route 
closed, the Bank Holding Company Act will assume added 
significance as a roadblock to further banking concentration.'* 


140 This should be distinguished from the “advance notice” requirement of H.R. 
9424, 84th Cong., 2d Sess. § 1 (1956). 
141“The financial history and condition of the bank, the adequacy of its capital 
structure, its future earnings prospects, the general character of its management, 
the convenience and needs of the community to be served by the bank, and 
whether or not its corporate powers are consistent with the purposes of this Act.” 
64 Strat. 876 (1950), 12 U.S.C. § 1816 (1952). 
142 If the ideas in H.R. 7056, 84th Cong., Ist Sess. §2 (1955), become law the 
death knell may be sounded for bank holding companies. Holding companies typically 
retain control through direct ownership of stock and repurchase agreements covering 
the qualifying shares held by the subsidiary’s directors. See HocENson, THE Eco- 
NoMics oF Group BANKING 38 (1955). However, this bill would require that two- 
thirds of every national bank’s shares be held by a natural n. Further, shares 
subject to any repurchase agreement could not be used for bank-director qualifica- 
tion. Id. § 1. To qualify under federal law, a director must own shares, “the ag- 
gregate par value of which shall not be less than $1,000. . . .” 44 Strat. 1233 (1927), 
as amended, 12 U.S.C. §72 (1952). 





Are You Getting Tax Savings Through 
Bad Debt Reserves ? 


L. WILLIAM SEIDMAN, 
Certified Public Accountant, New York 


A bank's bad debt reserve can be a valuable instrument for 
the reduction of its taxes. Properly handled, it can be a factor 
in increasing the most important part of the bank’s income—its 
net income after taxes. 

Until 1947, most banks were on the specific charge-off 
method for bad debts. Under this method, banks would 
charge off against income all accounts that became worthless, 
or partially worthless, during the year. The use of this method 
generally meant large charge-offs in the poorer income years, 
when the charge-offs were of little or no tax benefit. In 1947, 
the Bureau of Internal Revenue came up with a formula that 
was bound to and did attract banks to another way of providing 
for bad debts—the reserve method. 


Most all big banks adopted the new method, which permits 
banks to make provision for possible future losses on loans by 
creating a reserve by transfer from earnings of a sum based on 
a percentage of outstanding loans. 

A substantial number of smaller banks have also taken ad- 
vantage of the tax saving privilege of the new method. But 
there are still too many small banks which have let it slide. 


Tax Advantages 

There are three ways a bank gains from using the reserve 
method: 

(1) Increased current deductions. 

(2) Flexibility in timing of deductions. 

(3) Double deduction in the years of change-over. 

The reserve basis provides deductions today for possible 
losses tomorrow. In this way, in spite of current low rate of 
losses, substantial deductions can still be taken, with resulting 


This article is reprinted with the permission of the editors of the AMERICAN 
BANKER, 32 Stone Street, New York, N. Y. 
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tax savings. The reserve helps increase bank funds in two ways. 
The reserve itself requires no cash. It is a “bookkeeping entry.” 
The tax saving from the reserve holds on to more cash. 

The reserve method has a flexibility that can create a tax 
advantage. Under the charge-off method, banks have to take 
their deduction in the year of worthlessness, to the extent not 
anticipated in prior years. That can mean losing out on the 
maximum tax benefit or any benefit whatsoever. Banks pay a 
tax of 30% on the first $25,000 of income, and 52% over that. If 
the bad debt deduction comes in a year when income is under 
$25,000, the deduction saves only 30%, whereas in years when 
the income is over $25,000, the saving is 52%. Like as not the 
actual bad debts will gang up in poor years. 


Reserve Built in Better Years 

With the reserve method the higher deductions are likely 
to come with better years. Besides, a bank using the reserve 
method is not required to deduct in any year all the reserve it is 
entitled to. It can hold some off for a later year. 

For example, if the bank’s allowable addition to the reserve 
under the formula is $10,000, and its taxable income before 
deducting bad debt reserve is $30,000, it can, if it wishes, deduct 
only $5,000 of the $10,000 allowable as an addition to the re- 
serve, thus bringing taxable income to $25,000. By so doing, 
it gets a 52% tax benefit from the $5,000 deduction. It can 
defer the additional deduction until its income is again over 
$25,000. If its income is already under $25,000 it may forego 
any addition to the reserve that year and catch up in a later 
year when 52% instead of 30% or 0% is saved. 

A bank has a special advantage in the first year it switches 
from actual bad debts to the reserve method. In that year the 
bank gets two deductions. One is for the debts that become 
worthless during the year. The other is for the reserve to be 
set up at the end of the year. 

Selection of the right year for change can make a real addi- 
tion to the bank’s investible funds just from the tax savings. 


Loss Experience Formula 
The reserve method formula is geared to a bank’s bad debt 
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loss experience over a 20-year period. Since 1954, any fixed 
period of 20 consecutive years after 1927, or a 20-year moving 
average to date may be used. Obviously, this means a careful 
study of past experience to select the best 20-year arrangement 
for the bank. Those banks that have been on the reserve 
method, but have not yet adopted the 20-year approach can shift 
over to it at any time, without having to get permission from 
the Government. 

The loss experience is based on the percent of losses to loans. 
This can be figured in either of two ways. 

(1) The aggregate losses divided by the aggregate loans for 

the entire 20-year period; or 

(2) The 20-year average of the percentage in each year of 

losses to loans. 

For example, suppose this is a bank’s story: 

20-Year Totals 
(1) Aggregate loans outstanding 
(2) Aggregate bad debt losses over 20-year 
period 
(3) 20-year total of percentages for each year 
of losses to loan 14% 

The first method is item (2) divided by item (1). The 
ratio is .4% ($200,000 = $50,000,000). The second method is 
item (3) divided by 20. The ratio is .7% (14% = 20). 

The second method usually gives the larger loss ratio be- 
cause each loss year carries its own weight, instead of being 
buried in the 20-year aggregate. Once either method is adopt- 
ed, it must be consistently followed, unless permission is ob- 
tained from the Government to change. 


Computation of Deductions 

The computation of the deduction in any year under the 
reserve method is somewhat rough going. An example may help. 

Suppose in the situation just described, the bank has $4,000,- 
000 of eligible loans outstanding at the end of the year. Suppose 
the accumulated reserve is $60,000, and that the second method 

(.7%) has been adopted. 
Keep in mind two terms: 
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(1) Minimum reserve—in our example, .7% of $4,000,000 or 

$28,000. 

(2) Maximum reserve—Three times the minimum reserve of 

$84,000. 

The reserve deduction for the year is $24,000. That is be- 
cause the bank is entitled to the smaller figure from these two 
calculations: 

(1) An addition to the reserve that will bring it up to the 

maximum reserve ($84,000—$60,000, or $24,000), or 

(2) The minimum reserve of $28,000. 

If a fixed 20-year period, rather than a moving average is 
used, the deduction in the first two years after going on this 
basis is further limited as follows: 

First year—One-third of the difference between the maxi- 

mum reserve and the accumulated reserve up to that point. 
For example, if the maximum reserve under the new 
method is $55,000 and the reserve before current addition 
is $40,000, the addition to the reserve is limited to one- 
third of $15,000, or $5,000. 


Second year—One-half of the difference between the maxi- 
mum reserve and the accumulated reserve up to that point. 


New Banks’ Loss Experience 

New banks without 20 years of bad debt experience are re- 
quired to supplement their own experience record with the 
average experience of similar banks in the locality. This infor- 
mation is generally available through the Federal Reserve Bank 
for the district. If the bank is the outgrowth of one or more 
banks, or has acquired the business of another bank, the loss 
experience of the predecessors may be used in the computations. 

Even though a bank is in existence for more than 20 years, 
it may choose a 20-year period that extends back beyond the 
date on which it was organized. For those years during which 
it operated, it uses its actual experience. For those years during 
which it was not in operation, it uses the experience of other 
similar banks in the locality. 
Changing from Charge-Off Method 

Banks on the specific charge-off basis may change to the 
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reserve method by making application to the Commissioner of 
Internal Revenue at least 30 days before the end of the year for 
which the change is to be effective. Approval is normally 
granted. 

Once a bank goes on the reserve method, it must put the 
reserve on its books. This is shown as a reserve deducted from 
outstanding loans, and not as a contingency or surplus reserve. 

Mention was made of a “double deduction” in the year of 
change-over. To neutralize this on the books, banks often 
charge the first year’s deduction for the reserve against con- 
tingency reserves or undivided profits. 

The first return on the formula reserve basis is mighty im- 
portant. It sets the pattern for the formula calculation for 
future years. Care should therefore be the watchword. 


Government-Insured Loans 


Is a Government-insured or guaranteed loan to be included 
in figuring the loss experience? The answer has been an uneven 
one. Up to May, 1957, it had been the practice of the Internal 
Revenue Service to exclude loans that were 100% insured or 
guaranteed. Loans like FHA Title I modernization, or VA- 
guaranteed mortgage and business loans, were not 100% insured 
or guaranteed, and were therefore to be included. 

In May, 1957, the Internal Revenue Service changed its 
stand. It now requires the elimination of the guaranteed portion 
of all loans. Thus, if a loan is 90% guaranteed, 90% of the loan’s 
balance at the year-end must be eliminated in arriving at the 
total loans on which the deduction percentage is to be applied. 
Of course, 100% guaranteed loans are excluded in full. 

As a matter of administrative policy, the Internal Revenue 
Service will not require this change to be applied retroactively. 

How will this ruling affect the computation of the bad debt 
reserves for 1957 and future years? It can be favorable or 
adverse in individual cases. Proper planning by a bank can 
cushion any adversity. 

The disadvantage comes in because the loss reserve percent- 
age will be applied to a lower amount of loans by the exclusion 
of the guaranteed portion of loans. 
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Opportunity for Planning 

On the other hand, the loss ratio will go up since the same 
losses will be related to a lower figure, assuming there were no 
losses on guaranteed loans. 

The trouble here is that most of the guaranteed loans did not 
come into being until comparatively recent years, and many 
banks did not participate heavily in them. The increase in loss 
ratio is therefore not likely to be significant. 

Here is where planning can be fruitful. The reduction in 
base, caused by the need to eliminate guaranteed loans, can be 
offset by the purchase before the year-end of paper that need 
not be eliminated. This is a matter of bank policy and careful 
appraisal of the market, reserve, and tax picture must be made. 


Need for Improvement in Reserve Method 

While the reserve method is an improvement over old pro- 
cedures, there is room for further advance. As things now 
stand, a bank with the worst experience during the previous 
depression is allowed the largest reserve. This may have no 


relation to the actual reserve which should be carried under 
present conditions and sound banking methods. 

As stated by the Comptroller of the Currency: 

“There is a need for a bad debt reserve formula, not limited 
to the loss history of the individual bank or group of banks, but 
based upon the premise that loan losses must be expected in 
the long run, which may become abnormally large under un- 
favorable conditions. Such losses should be regarded as a bank- 
ing hazard, against which a reasonable initially tax-free reserve 
should be established.” 

The solution may be what the tax law provides for building 
and loan associations and mutual banks. Their reserve is based 
on a percentage of the excess of their deposits over their capital. 
In other words, the amount of risk in excess of that covered by 
capital is protected by this tax-deductible reserve. 

. The treatment accorded savings and loan institutions and 
mutual banks is more liberal than that accorded commercial 
banks. To that extent there is discrimination against the com- 
mercial banks. Legislative adjustment is in order here. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Granted Right to Interplead to Avoid 
Multiple Liability From Claims of Foreign Bankers 


In a case which illustrates the more modern view of the use 
of an interpleader action, a federal district court has permitted 
a New York bank to interplead various claimants who might 
have had rights to funds held by the bank. The background of 
the case concerned the occupation of Estonia by the Russians 
in the early summer of 1940. At the time of the occupation 
A/S Krediit Pank had $123,000 on deposit with the Chase 
National Bank (now Chase Manhattan) in the United States. 
Five months after the occupation Chase received a tested or 
coded cable from Krediit in Estonia requesting the bank to 
place the funds in another account. Chase applied to the 
Treasury Department for a license to dispose of the account 
in accordance with the terms of the cable but no license was 
ever granted. 


In 1950 the two persons who had been authorized to with- 
draw funds from the account prior to the occupation contacted 
Chase with a view toward obtaining the funds. They claimed 
to represent Krediit as before and that the stockholders of Krediit 
had held meetings in Stockholm in 1948 and New York in 1950 
confirming their authority and granting them, together with a 
new trustee, the right to act on Krediit’s behalf. Because of the 
receipt of the tested cable which had never been cancelled and 
because of possible multiple liability to which Chase would 
expose itself by making payment, the bank indicated to Krediit’s 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 469. 
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agents that it could not make payment without a judicial deter- 
mination. The agents, in the name of Krediit, then brought suit 
asking the court for a declaritory judgment in their favor. 


The Chase filed a cross motion requesting among other 
things, that the court direct the bank to bring all the known 
possible claimants to the deposit into the suit as permitted under 
the Federal Interpleader Act of 1926, as*amended in 1948, 
and discharge the bank from further liability in connection 
with the funds. Krediit answered this motion by claiming the 
bank was not entitled to interplead because the claims of other 
parties “were so tenuous as to be patently unenforcible” and 
because Chase had not clearly designated precisely the other 
persons it intended to interplead. In deciding in favor of Chase 
the court ruled that under the 1948 amendment to the Inter- 
pleader Act and Rule 22(1), Federal Rules Civil Procedure, 
interpleader was proper where adverse claimant “are claiming 
or may claim to be entitled” to funds. Therefore it was not a 
prerequisite for granting interpleader that the claims for the 
funds be actual claims; it was sufficient that there might have 
been claims to the funds other than the claim of Krediit. 


Moreover, the bank would expose itself to multiple liability 
if it made payment to Krediit. Not only did the bank not know 
whether it should make payment to the alleged Krediit agents 
or the parties who sent the tested cable, but also it had no way 
of knowing whether the Krediit agents were authorized to re- 
ceive payment on behalf of Krediit. A/S Krediit Pank v. The 
Chase Manhattan Bank, United States District Court, $.D. New 
York, 155 F.Supp. 30. The opinion of the court is as follows: 


FREDERICK van PELT BRYAN, D.J.—Plaintiff A/S Krediit Pank, 
hereinafter referred to as “Krediit,” moves, pursuant to Rule 12(b), 
Fed.Rules Civ. Proc., 28 U.S.C., to dismiss the counterclaim for inter- 
pleader pleaded in the defendant’s answer on the ground that it fails 
to state a claim upon which interpleader relief can be granted. Defen- 
dant, The Chase Manhattan Bank, hereinafter referred to as “Chase,” 
cross-moves, pursuant to Rules 13(h) and 22(1), F.R.C.P., and 28 
U.S.C. § 1655, for an order (a) interpleading additional parties upon 
its counterclaim and directing service by publication upon such parties, 
(b) permitting Chase to retain the funds which are the subject matter 
of the action subject to the claims of the interpleaded parties pending 
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final judgment on its counterclaim, and (c) discharging it from all further 
liability with respect to the funds at this time. 

The action arises out of the following circumstances: 

Krediit is a banking corporation organized under the laws of the 
Republic of Estonia, which was occupied by Soviet Russia in the 
early summer of 1940. Since that time Estonia has remained continuously 
under Soviet occupation, with the exception of a period from 1941 to 
1944 when the country was occupied by the Germans. The United 
States has never recognized the occupation of Estonia. 

Prior to the occupation Krediit had its domicile and head office in 
Tallinn, Estonia. At the time of the occupation Krediit had on deposit 
to its account with the then Chase National Bank, now the Chase 
Manhattan Bank, the sum of $123,017.18. It had been a depositor in 
Chase since at least 1935. When Estonia was occupied these funds 
were blocked under Executive Order 8389, April 10, 1940, as amended, 
12 U.S.C.A. § 95a note. 

For some years prior to 1940 Krediit had furnished Chase with 
circulars containing specimen signatures of the persons authorized to 
draw on behalf of Krediit. Two of these persons who were so authorized 
at the time of the occupation were Armin A. Matto, a member of the 
Board of Management, and Fromhold Lauristin (alleged to have changed 
his name to Laurikivi in 1950), Deputy Manager and Chief Accountant. 
Both of these gentlemen escaped from Estonia and went to Sweden 
after the occupation. 

On December 10, 1940, some five months after the Soviet occupation, 
Chase received a so-called “tested” cable from Tallinn signed “A/S 
Krediit Pank,” which directed it to close the Krediit account and place 
the balance to the account of Gosbank, the cable name for the State 
Bank of the Union of Socialist Soviet Republics in Moscow, and to 
advise Krediit and the so-called “beneficiary” when this had been done. 
A “tested” cable is a cable sent in the private code of the sender (in 
this case Krediit), of which Chase had a copy. Thereafter, Chase 
applied to the Foreign Funds Control Section of the Treasury Depart- 
ment for a license permitting it to dispose of the Krediit account in 
accordance with the tested cable, but no such license was ever issued. 

According to affidavits submitted by plaintiff, an extraordinary meet- 
ing of the shareholders of Krediit was held in Stockholm in July 1948 
at which the domicile of Krediit was moved to Stockholm, the authority 
of Matto and Lauristin to sign for Krediit was confirmed, and they were 
granted a power of attorney to act on its behalf. A second meeting of 
shareholders was held in 1950 at the Estonian Consulate General in 
New York at which the authority of Matto and Lauristin (whose name 
by then had been changed to Laurikivi) to act on Krediit’s behalf was 
again confirmed. In addition, one Viktor Kargaja was elected a Trustee 
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and was also authorized to sign on behalf of Krediit and to act on its 
behalf. 

Shortly thereafter Messrs. Matto and Laurikivi wrote to Chase from 
Sweden outlining the events which had taken place since the occupation, 
including the shareholders’ meetings, and requesting Chase to apply 
to the Treasury Department for a license to unblock the account. Chase 
replied, stating that it had applied to the Treasury for unblocking as re- 
quested, but advised that in view of the circumstances it would probably 
be necessary to have a judicial determination “as to the persons entitled 
to dispose of this account” before any payment could be made. Messrs. 
Matto and Laurikivi then undertook direct dealings with the Treasury 
Department on behalf of Krediit with regard to the unblocking of the 
account, which are not yet concluded. There was further correspondence 
between Chase and Matto and Laurikivi in which Chase informed them 
of the outstanding tested cable from Tallinn which had never been can- 
celled, and again took the position that it could not make payment, if 
the account should be unblocked, without a judicial determination. 

Krediit then brought this action for a declaratory judgment. Its com- 
plaint alleges that the original authority to Matto and Laurikivi to act 
as agents for and sign on behalf of Krediit had never been revoked 
and had been confirmed by the 1948 and 1950 meetings of shareholders, 
that it had made demand upon Chase to honor their signatures, which 
Chase had refused to do without a judicial determination, and that the 
funds remained blocked by the Treasury Department. Krediit seeks a 
judgment declaring that Matto and Laurikivi are the only authorized 
agents of Krediit in the United States and are entitled to dispose of the 
funds on deposit “in whatever manner that they deem proper and 
promotive of the interests” of Krediit once the Government has unblocked 
the funds. It also seeks to restrain Chase from paying the funds to any 
person other than these alleged agents. 

The answer interposed by Chase admits that the specimen signature 
of Matto as a member of the Board of Managers was on file with 
it in March 1940, that it had received certified copies of translations of 
the minutes of the meetings of shareholders of 1948 and 1950 and that 
it had refused to recognize the authority of Matto and Laurikivi with- 
out judicial determination. In its counterclaim for interpleader Chase 
avers that it has no interest in the funds (now consisting of $115,000 
in United States Treasury bills and a credit balance of $12,581.65) ex- 
cept to have its costs, expenses and attorneys’ fees paid therefrom, that 
it had received the uncancelled tested cable of December 1940 and made 
application for unblocking pursuant thereto, that the claim now made 
by Krediit is adverse to the claim contained in the tested cable, and 
that it cannot make payments pursuant to the instructions of Matto 
and Laurikivi without exposing itself to possible double liability. It 
asks that Matto, Laurikivi, Viktor Kargaja (the new Trustee allegedly 
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authorized to act on behalf of Krediit at the 1950 meeting), John Doe 
and Richard Roe, as allegedly authorized representatives of Krediit who 
directed the sending of the tested cable, and State Bank of the U.S.S.R., 
be made parties to the action to respond to the complaint and the counter- 
claim, and interplead their respective claims; that the court adjudge 
which of these parties is authorized to act on behalf of Krediit; that, 
subject to license under Executive Order 8389, as amended, it be permitted 
to pay the funds into the Registry of this court to abide judgment, that 
it be discharged from further liability and that it be awarded its costs, 
expenses and attorneys’ fees. 

The motion and the cross-motion now made present squarely the 
question of whether, under these circumstances, Chase may have the 
remedy of interpleader, or whether its counterclaim should be dismissed 
and the plaintiff should be permitted to proceed to judgment against 
it on the complaint. 

Krediit asserts that Chase is not entitled to interpleader here upon 
two main grounds. In the first place Krediit argues that the alleged ad- 
verse claims to the funds are invalid on their face, or, in any event, 
so tenuous as to be patently unenforcible and therefore do not give 
rise to a right to interpleader. Secondly, Krediit maintains that Chase 
has not designated the parties it seeks to interplead, or their interest in 
the funds, with sufficient particularity to permit them to be brought in, 
and in fact such parties have not made any claims against the fund 
whatsoever. Therefore, Krediit contends they may not be brought into 
this action as claimants to the fund, and Chase has shown no proper 
basis for interpleader. It seems to me plain, however, that the circum- 
stances here are such that Chase has the right to avail itself of this 
remedy. 

Subdivision 1 of Rule 22, F.R.C.P. provides that persons having 
claims against a plaintiff may be required to interplead when their 
claims are such that plaintiff “is or may be exposed to double or mul- 
tiple liability.” A defendant is authorized to the same relief by way of 
cross-claim or counterclaim. 

The remedy provided in Rule 22 is “in addition to and in no way 
supersedes or limits” the remedies provided by the Federal Interpleader 
Statute, 28 U.S.C. §§ 1835, 1897 and 2361, as amended in 1948. More- 
over, the provisions of Rule 22 supplement the provisions for permissive 
joinder of parties provided in Rule 20 and Rule 13(h). 


The interpleader remedy provided by Rule 22(1) may be invoked 
when a party “is or may be exposed to double or multiple liability.” The 
office of modern interpleader is both to protect against possible double 
liability to actual claimants and against possibility of vexatious multiple 
litigation. First State Bank of Chariton, Iowa v. Citizens State Bank, 
D.C.Neb., 10 F.R.D. 424; Metropolitan Life Ins. Co. v. Segaritis, D.C.E.D. 
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Pa., 20 F.Supp. 739; Loew’s Inc., v. Hoyt Management Corp., D.C.S.D. 
N.Y., 83 F.Supp. 863; Equitable Life Insurance Co. of Iowa v. Gilman, 
D.C.W.D.Mo., 14 F.R.D. 248. Jurisdiction is not dependent on the merits 
of the claims that are or may be asserted, as the plaintiff contends. 
Harris v. Travelers Insurance Co., D.C.E.D.Pa., 40 F.Supp. 154. The 
mere threat of future litigation is a sufficient basis for interpleader under 
the rule. Hunter v. Federal Life Ins. Co., 8 Cir., 108 F.2d 192. 

As stated in Metropolitan Life Ins. Co. v. Segaritis, supra, 20 F.Supp. 
at page 741: 


“It thus becomes clear that the jurisdiction of this court to en- 
tertain an interpleader bill does not depend upon the validity or 
even bona fides of the claims of the respective defendants. It is 
obvious that in almost every case the claim of one of the parties 
will ultimately be determined to be invalid. That, however, is a 
matter for determination at the trial and cannot affect the jurisdic- 
tion of the court. As we have shown, the purpose of an inter- 
pleader bill is as much to protect a stakeholder from the expense of 
double litigation, however groundless, as it is to protect him from 
the risk of double liability. That in the opinion of the court he will 
ultimately escape the latter is no ground for refusing interpleader. 
Nor does the mere fact that a contractual relationship exists be- 
tween the plaintiff and one of the defendants, under which the 
fund is required to be paid to such defendant, defeat the right 
to interpleader.” 


The plaintiff cites a number of cases to the effect that only actual, 
and not potential, conflicting claims warrant interpleader. These cases do 
not relate to interpleader under Rule 22(1) and none are applicable 
here. Typical is Klaber v. Maryland Casualty Co., 8 Cir., 69 F.2d 934, 
106 A.L.R. 617, on which plaintiff places strong reliance. That case was 
not decided under Rule 22(1) but under the Interpleader Act of 1926 
which permitted interpleader only where there were two or more ad- 
verse claimants who “are claiming” to be entitled to the funds which 
are the subject matter of the action. The 1926 Act was superseded by 
the Judiciary Revision Act of 1948 which restored the language pre- 
viously used in the Act of 1917, 39 Stat. 929, and authorized statutory 
interpleader where adverse claimants “are claiming or may claim to be 
entitled” to the funds. 28 U.S.C. § 1835. The restoration of the “may 
claim” clause in the Federal Interpleader Statute by the 1948 Act makes 
the Klaber case no longer a precedent, even with respect to statutory 
interpleader. 3 Moore’s Federal Practice, (2d Ed.) 3025. The case never 
had any bearing on the interpleader authorized by Rule 22(1), “the 
most modern and liberal method of obtaining interpleader to be found.” 
8 Moore’s Federal Practice, (2d Ed.) 3007. 
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In the case at bar the tested cable received by Chase from the head 
office of Krediit in Tallinn, signed by Krediit Pank and sent in its private 
code, which directed the transfer of the funds to the State Bank of the 
U.S.S.R., certainly asserted a claim to these funds. Chase took the claim 
seriously enough to make application to the Treasury Department to un- 
block the funds pursuant to the directions contained in the cable. Whether 
or not the claim was or is valid or is still outstanding, and whether the 
instructions in the cable were actually those of Krediit Pank, or created 
rights in the State Bank of the U.S.S.R., are questions which have not been 
determined. 

Moreover, Messrs. Matto and Laurikivi, who are not parties to the 
present action, apparently claim the right to dispose of the funds of 
Krediit “in whatever manner they deem proper and promotive” of Krediit’s 
interests, as Krediit alleges in its present action for a declaratory judg- 
ment. These claims present additional questions which are undetermin- 
ed. 

Chase is thus in a dual dilemma. On the one hand it is faced with a 
potential if not actual claim to these funds on the basis of the tested cable. 
But assuming that this claim could not be successfully asserted at this 
stage by the State Bank of the U.S.S.R., as alleged beneficiary, or by 
whoever signed the cable on behalf of Krediit, Chase would still be 
faced with another prong of its dilemma. There would remain the ques- 
tion of who properly and lawfully represents Krediit at this time and is 
authorized to act for it. 

This question is not free from doubt. Whether Messrs. Matto and Lau- 
rikivi are authorized agents of Krediit entitled to dispose of the funds; 
whether the shareholders’ meetings of 1948 and 1950 were duly au- 
thorized and could and did take valid action on behalf of Krediit; 
whether there are other persons in Tallinn, Estonia, who are now duly 
authorized to act in Krediit’s behalf, and what rights, if any, Viktor 
Kargaja, the new Director elected in 1950, has or may assert to these 
funds, are all questions which Chase must answer fer itself if it is 
denied interpleader here. Moreover, for all that appears there may well 
be interests or rights of depositors and creditors of Krediit which trans- 
cend or otherwise affect the interest of shareholders or agents. 

Thus, the whole situation is fraught with confusion and danger to 
the depositary. These claims are not figments of Chase’s imagination. 
Some of them have actually been asserted. Others may be asserted. 
These is no reason why Chase should be subjected to the possibility of 
either double liability or vexation by way of multiple litigation arising 
out of a single liability. It seems to me that the remedy of interpleader 
provided for in Rule 22(1) was tailored to meet this type of situation 
and to relieve a depositary from the burden of resolving such questions 
at its own peril. 

Plaintiff's contentions that the parties whom Chase seeks to interplead 
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are not designated with sufficient particularity and that the precise 
nature of their claims is not specified are not persuasive. The known 
parties whom Chase seeks to interplead are all designated with particular- 
ity. Chase has shown that they have at least potential claims against 
Chase arising from the funds on deposit, and in so far as Chase is able 
to do so has shown the nature of those claims. 

Chase could scarcely be expected to know the persons who sent the 
1940 cable from Tallinn in Krediit’s name and in its private code. Plain- 
tiff certainly has produced no evidence on that score. The nature of the 
claim so asserted appears from the face of the cable itself. 

It is quite proper under Rule 13(h) to bring in, as additional parties 
defendant, the persons who were responsible for sending the cable as 
parties unknown who may have claims adverse to the claims now as- 
serted by Krediit acting through the purported authority of Messrs. 
Matto and Laurikivi and whatever claims Viktor Kargaja may have. 
The procedure which Chase seeks to follow here is the same as that 
approved in Republic of China v. American Express Co., D.C.S.D.N.Y., 
95 F.Supp. 740, affirmed 2 Cir., 195 F.2d 230, a case closely analogous 
to the one now before the court. 

The principles of the Republic of China case are controlling here. 
There the Republic of China and the Directorate General of Postal 
Remittances and Savings Bank brought an action against the American 
Express Company to recover a deposit held by the Express Company 
in the name of the Directorate General. American Express filed a 
counterclaim alleging, among other things, that the plaintiff Directorate 
General had established a credit balance with it in 1949 and furnished 
specimen signatures of persons entitled to draw on the credit; that on 
January 30, 1950, it had received a cable signed by one Su Yu-Nung, 
Director General of Posts, Peking, China, stating that he had been au- 
thorized by the Communist Government, which had just assumed con- 
trol of China, to take over the Directorate General. The cable instructed 
American Express not to honor the signatures contained in the 1949 
signature list. On the same day American Express received a cable from 
the Director General of Postal Remittances and Savings Banks, Taipeh, 
Formosa, instructing it not to pay any drafts unless countersigned by 
persons whose names appeared on the 1949 signature list or whose 
names would appear on a new signature list subsequently received. Ameri- 
can Express averred that it was willing to pay the credit balance to what- 
ever persons might be entitled thereto, but had refused to pay anything 
without reasonable assurance that payment would not subject it to 
double liability. Its counterclaim requested that the court order Su Yu- 
Nung, the Central Peoples Government of the Peoples Republic of China, 
which he purported to represent, those who were originally authorized 
to act with respect to the account, and all others fictitiously denominated 
John Doe and Richard Roe who might assert authority with respect to 
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the credit, to interplead their claims, and that the court determine who 
was entitled to the credit balance and discharge defendant from liability. 

On a motion by American Express for interpleader the court held 
that the standing of the claimants and the validity of their claims should 
not be determined on the basis of the limited papers before it, and stated, 
95 F.Supp. at page 746: 


“To deny interpleader would be in effect to adjudicate, on a 
most fragmentary record, that these plaintiffs are entitled to the 
fund, unless the stakeholder, for self-protection, undertook to re- 
sist and litigate the plaintiffs’ claims. Such burden should not be 
cast upon the defendant.” 


The facts here, though by no means on all fours with those in the 
Republic of China case, call for a similar holding. Here, as there, the 
defendant should be permitted to interplead both the known and unknown 
claimants or potential claimants to the fund and to leave them to litigate 
the questions of who may be entitled to the funds. 

The fact that the remaining controversy will be one wholly between 
aliens will not deprive the court of jurisdiction as plaintiff contends. The 
Court of Appeals of this Circuit so held in affirming the order of the 
District Court in Republic of China, 2 Cir., 195 F.2d 230. As the Court 
there pointed out, the subsequent litigation will be ancillary to the ori- 
ginal suit. The original diversity jurisdiction of the court over the action 
under 28 U.S.C. § 1332 is not destroyed by the order allowing inter- 
pleader and the initial jurisdiction of the original suit is sufficient, 195 
F.2d 234, and cases there cited. See, also, John Hancock Mutual Life 
Ins. Co. v. Kraft, 2 Cir., 200 F.2d 952; Kerrigan’s Estate v. Joseph E. 
Seagram & Sons, Inc., 3 Cir., 199 F.2d 694. 

Two other matters remain for consideration. The first is the request 
of Chase that it be authorized to serve all of the parties to be inter- 
pleaded by publication pursuant to 28 U.S.C. § 1655. That section pro- 
vides that where, in an action in the District Court to enforce a claim 
to real or personal property within the district, a defendant cannot be 
served within the State, “the court may order the absent defendant 
to appear or plead by a day certain.” If the order is served on such de- 
fendants and they fail to appear the court may proceed to adjudicate 
the controversy as to the property in rem. The securities now held by 
Chase for this account plainly constitute personal property within the 
district to which a claim has been asserted. None of the interpleaded 
defendants are within the State of New York. Chase appears to be en- 
titled to an order directing the absent defendants to appear and plead 
under Section 1655. 

But it does not necessarily follow from this that Chase is entitled to 
serve all of these parties by publication. Section 1655 provides that the 
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order requiring absent defendants to appear or plead “shall be served 
on the absent defendant personally if practicable, wherever found.” 
Only “where personal service is not practicable” is service of the order 
by publication authorized. 

This provision is of some importance for the Section goes on to 
provide that 


“Any defendant not so personally notified may, at any time 
within one year after final judgment enter his appearance, and 
thereupon the court shall set aside the judgment and permit such 
defendant to plead on payment of such costs as the court deems 
just.” 


In my view Chase has not shown that personal service on Matto, 
Laurikivi, Kargaja, or the State Bank of the U.S.S.R. in Moscow, is not 
practical within the meaning of the statute. It is true that they are not 
within this State and probably not within the country. But the whole 
procedure provided by the Section is predicated on the absence of the 
defendants to be served from the jurisdiction, and mere absence in 
itself is not sufficient to show that personal service is impractical. Under 
the scheme of this statute, expressly authorizing service of the order on 
defendants “wherever found,” there appears to be no reason why the 
order should not be served on the named defendants to be interpleaded 
in the places where they reside or can be found. These places must be 
known to or are easily discoverable by Chase. The provision quoted above 
permitting final judgment to be set aside within a year if service is made 
by publication rather than personally emphasizes the necessity for 
making a strong showing that it is not practical to serve the defendants 
personally. Thus, the order to be entered here should provide for per- 
sonal service on all of the interpleaded defendants with the exception of 
John Doe and Richard Roe, who may be served by publication. This is, 
of course, without prejudice to a further application by Chase for leave 
to serve by publication in the event that any of the defendants cannot 
be found. 

Finally, Chase requests that it be permitted to retain the funds which 
are the subject of the action, consisting of securities and cash on de- 
posit, in its own hands rather than depositing them in the Registry 
of this Court. It makes this request because the Alien Property Custodian 
has denied its application for a license permitting it to pay the funds 
into the Registry of this Court. Presumably the $115,000 of Treasury 
Bills are already held in safe-keeping in the name of Krediit. For all 
that appears, however, the credit balance is still merely a general de- 
posit item. In order to protect whoever may eventually be found to 
be entitled to the funds Chase will take such steps as may be required 
to segregate the credit balance from its general funds and to hold them as 
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special funds subject only to the judgment of this court and, of course, 
to the lawful directions of the Office of Alien Property. If this is done 
Chase will be permitted to retain both securities and cash until the final 
judgment on its counterclaim, without furnishing bond. 

The motion of plaintiff to dismiss the counterclaim for interpleader is 
denied and the cross-motion of defendant for interpleader is granted 
subject to the limitations contained in this opinion. Settle order on ten 
days’ notice. 


Court Upholds Bank’s Right to Refuse Transfer 
Under Void Order 


What should a depository bank do when it is ordered by its 
depositor, a local county agency, to transfer funds from one 
account to another and the bank takes the position that such a 
transfer is not proper? In Texas at least, the answer is to refuse 
to make the transfer and make the local agency bring suit to 
compel the transfer. In this way the bank is protected by court 
order from future objections that it was a party to the possible 
misapplication of funds. The details and holding of a recent 
Texas case indicate a bank in this situation was well advised 
to act in this manner. 


The depository bank was directed by an order of the Com- 
missioners Court of Starr County, Texas to transfer funds from 
a Special Road and Bridge Fund of the County to the county’s 
Officers’ Salary Fund. The bank complied with the order and 
later, upon deciding the order was “void and unconstitutional” 
reversed the entries and notified the Commissioners’ Court of its 
action. Suit was immediately brought against the bank and a 
court granted a temporary injunction directing the bank to make 
the requested transfers. The bank appealed. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 410. 
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The appellate court, ruling in favor of the bank, decided 
simply that the Special Road and Bridge Fund deposited in the 
bank was a Constitutional Fund and that the county had no 
authority to transfer money from such a fund to another account 
and that an order directing such a transfer was void. The bank 
therefore, had acted properly in reversing the transfer and re- 
fusing to honor the void order of the Commissioners’ Court. 
First State Bank & Trust Company v. Starr County, Court of 
Civil Appeals of Texas, 306 S.W.2d 246. The opinion of the 
court is as follows: 


W. O. MURRAY, C.J.—This suit was instituted by Starr County, 
Texas, acting through its Commissioners’ Court, against the First State 
Bank & Trust Company of Rio Grande City, Texas, seeking a temporary 
injunction requiring the Bank as a depository of the County to transfer 
$6,434.75 from the Special Road and Bridge Fund of the County, to 
the Officers’ Salary Fund, and the sum of $4,255.90 from the Special 
Road and Bridge Fund, to the General Fund of said County and thence 
to the Officers’ Salary Fund. After notice and hearing, a temporary 
injunction was granted as prayed for, and the Bank has prosecuted this 
appeal. 


It is the contention of the Bank that the transfer which is ordered 
made by the temporary injunction is on its face a transfer from a consti- 
tutional fund to the Officers’ Salary Fund, where such money so trans- 
ferred would be spent for a purpose for which it was not collected. 


It appears from the record that on May 28, 1957, the Commissioners’ 
Court of Starr County adopted an order directing the Bank, its deposi- 
tory, to make the transfer of funds as above stated, and on May 31, 
1957, the Bank made entries to effect these transfers, but thereafter 
decided that the order of the Commissioners’ Court was void and un- 
constitutional, whereupon the Bank reversed these book entries and 
notified the Commissioners’ Court of its action. Immediately thereafter 
this suit was filed. 


Appellee contends that the status quo was disturbed by the Bank 
when it reversed these book entries and restored the funds to their 
original position. We do not agree with this contention. It occurs to 
us that the status quo was the condition of the funds before they were 
ordered transferred by the Commissioners’ Court from the Constitutional 
Fund. We, therefore, conclude that the effect of the temporary injunc- 
tion is to disturb the status quo, and such an injunction should be upheld 
only where the proof is clear. Simon v. Nance, Tex.Civ.App., 142 S.W. 
661; Ort v. Bowden, Tex.Civ.App., 148 S.W. 1145. 
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Mandatory injunctions will not be granted unless there is a showing 
that extreme or very serious damages will ensue from withholding the 
relief, and will not issue where the injury complained of is capable of 
compensation in damages. Johnson v. Lancaster, Tex.Civ.App., 266 
S.W. 565; Nolte Irrigation Co. v. Willis, Tex.Civ.App., 180 S.W.2d 451. 


The transfer here attempted was from the Special Road and Bridge 
Fund of Starr County. The voters of the County had authorized a l5c 
tax, as is provided for by Section 9 of Article 8 of the Constitution of 
Texas, Vernon’s Ann.St. This created a Special Road and Bridge Fund, 
as provided by the Constitution, thus making it a Constitutional Fund. 
The Commissioners’ Court has no authority to transfer money from a 
Constitutional Fund to another fund. Carroll v. Williams, 109 Tex. 155, 
202 S.W. 504; Parr v. Burris, Tex.Civ.App., 292 S.W.2d 146, no writ; Davis 
v. Wildenthal, Tex.Civ.App., 241 S.W.2d 620, writ refused; Commis- 
sioners’ Court v. Burke, Tex.Civ.App., 262 S.W. 94, writ refused; Spears 
v. City of Houston, Tex.Civ.App., 187 S.W.2d 197, affirmed 136 Tex. 218, 
150 S.W.2d 74. An order attempting to make such a transfer is void. 
Sanders v. Looney, Tex. Civ.App., 225 S.W. 280. The trial court in 
granting the temporary injunction gave effect to the void and un- 
constitutional order of the Commissioners’ Court. 


Appellee contends that the money received by the County for motor 
vehicle registration fees was deposited in the Special Road and Bridge 
Fund, and that therefore the County had authority to order these funds 
transferred out. The evidence is insufficient to show that the fees re- 
ceived by the County from automobile registrations were deposited 
in the Special Road and Bridge Fund. Article 6675a-17, Vernon’s Ann. 
Civ.Stats., provides in effect that counties may transfer surplus funds 
derived from motor vehicle registration fees from the Road and Bridge 
Fund to other funds, provided the County has not levied a tax for the 
building and maintaining of roads and bridges. However, Starr County 
has levied such tax, and therefore the above article does not apply to 
that County, and the trial court erred in granting the temporary injunc- 
tion. 


Accordingly, the order of the trial court will be reversed and the 
temporary injunction dissolved and denied. 


On Motion for Rehearing. 


POPE, Justice. 


I concur in the opinion and the dissolution of the temporary in- 
junction for the reason that the temporary injunction disturbs the status 
quo which should be maintained until the trial on the merits. The 
maintenance of the status quo is all that is necessary to this decision. City 
of Corpus Christi v. Cartwright, Tex.Civ.App., 281 S.W.2d 343, 344. 
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Bank Liable to Payee for Making False 
Representations About Maker of Checks 


The payee of certain protested checks went to the bank on 
which the checks were drawn and inquired about the financial 
status of the drawer of the checks. An officer of the bank ap- 
parently talked to the payee but, according to the court, failed 
to disclose the true financial condition of the drawer. The payee 
brought suit on the grounds that this failure to disclose induced 
the payee to forbear the remedies of self help and legal action 
then available to him against the drawer. In finding the bank 
liable to the payee for the amount of the checks, the court ruled 
that the action by the bank officer, constituted “false and fradu- 
lent representations.” The answers to questions submitted to the 
jury show the nature of the officer’s acts. They indicated that the 
bank, “through its named officer, made false representations to 
plaintiff, in that the bank was doing business with the drawer 
of the checks as usual; other checks of the drawer had been 
previously protested; the named officer of the bank, knowingly 
and wilfully failed or omitted to tell plaintiff about previously 
protested checks; there was a ‘float’ of checks outstanding which 
the drawer could not pay due to lack of sufficient funds on 
deposit with defendant bank; and in that defendant’s named 
officer, knowingly and wilfully, failed or omitted to tell plaintiff 
about them.” Sparks v. Guaranty State Bank, Supreme Court 
of Kansas, 318 P.2d 1062. The opinion of the court is as follows: 


WERTZ, J.—This was an action to recover the amount of two checks, 
payable to plaintiff (appellee) and drawn on defendant bank (appel- 
lant), which were protested by the bank and never paid. The case was 
here previously in Sparks v. Guaranty State Bank, 179 Kan. 236, 293 
P.2d 1017, which was an appeal by the defendant from an order over- 
ruling its demurrer to plaintiff's petition. We affirmed that ruling. 

Our opinion summarized the pertinent allegations of the petition and 
they will not be repeated. 

’ Plaintiff's theory of recovery was that upon his inquiry of an officer 
of the bank regarding the financial responsibility of the drawer of the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1077. 
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checks, the defendant, through such officer, made false representations 
concerning the actual state of facts, and withheld information, failing 
to disclose to plaintiff the true financial condition of the drawer of the 
checks. By reason thereof, plaintiff was induced to forbear the remedies 
of self-help and legal action then available to him against the drawer 
of the checks. All of this inured to the benefit of defendant bank. 

In the mentioned opinion, which, by reference, is made a part 
hereof, the question was whether the facts alleged, if established on trial, 
would render defendant bank liable; and it was held that if the facts 
alleged were proved as pleaded, this court would not be justified in 
concluding as a matter of law that they were not actionable. This case 
was returned to the trial court; issues were joined; and the case was 
tried to a jury. At the completion of plaintiff's evidence, defendant 
demurred thereto for the reason that it failed to show sufficient facts 
to establish a cause of action against defendant. From an order over- 
ruling this motion, defendant assigns error. 

No useful purpose would be gained in narrating the voluminous 
evidence on the essential matters contained in the plaintiff's petition. 
A careful review of such evidence discloses that, with the exception of 
some immaterial matters, plaintiff's evidence established the pertinent 
allegations of the petition which were under attack in the former 
appeal, and defendant’s contention was there laid at rest. Plaintiff's 
evidence was sufficient to make out a prima facie case against defendant. 

At the conclusion of defendant’s evidence the case was submitted 
to the jury, which returned its general verdict for plaintiff. The jury 
also returned answer to special questions submitted to it by the court 
and found that defendant, through its named officer, made false repre- 
sentations to plaintiff, in that the bank was doing business with the 
drawer of the checks as usual; other checks of the drawer had been 
previously protested; the named officer of the bank, knowingly and 
wilfully, failed or omitted to tell plaintiff about previously protested 
checks; there was a “float” of checks outstanding which the drawer 
could not pay due to lack of sufficient funds on deposit with defendant 
bank; and in that defendant’s named officer, knowingly and wilfully, 
failed or omitted to tell plaintiff about them. 

Defendant asserts that the trial court erred in overruling its motion 
to strike certain special questions and answers thereto on the ground 
that the matter contained therein was not within the issues raised by 
the pleadings. These questions and answers referred to information 
regarding the financial condition of the drawer of the checks which 
defendant, when inquiry was made of it, withheld or omitted to give 
plaintiff. Defendant’s contention cannot be sustained. The petition, and 
particularly paragraph eleven, fully covered this matter. Therefore, the 
questions and answers pertaining thereto were proper. 
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The defendant next contends that the trial court erred in overruling 
its motion for judgment on the answers to the special questions, asserting 
that while the jury found that the bank officer made false representations 
to the plaintiff, it limited those false representations to the statement 
that the bank was doing business with the drawer of the checks “as usual.” 
“As usual” is customarily defined as “such as occurs in ordinary practice 
or the ordinary course of business.” Defendant overlooks the further 
fact that, through its officer, it failed to disclose to the plaintiff it was 
not operating in the usual course of business. The answers to the re- 
maining special questions found that the drawer, from day to day, had 
a “float” of outstanding checks for some time prior to the bank officer’s 
conversation with the plaintiff; that defendant’s officer, knowingly and 
wilfully, failed or omitted to tell plaintiff such facts, but led him to 
believe that the drawer was operating his banking business in a usual 
and ordinary manner, such as any solvent business would be operated. 
There is nothing in the answers to the findings inconsistent with the 
general verdict. This court, if possible, will give such a construction 
to answers to special questions as will bring them into harmony with 
the general verdict. Also, in considering answers to special questions to 
the jury, the court will not isolate one answer and place a constrained 
interpretation thereon, ignoring others, but will consider all of them 
together. If one interpretation leads to inconsistency and the other to 
harmony with the general verdict, the latter will be adopted. In order 
to sustain a motion for judgment on the findings, it is not sufficient that 
there be some inconsistency among the findings. They must be so 
contrary to the general verdict as to clearly compel the court to over- 
throw the verdict and render a contrary judgment as a matter of law. 
Cain v. Steely, 173 Kan. 866, 252 P.2d 909; Mehl v. Carter, 171 Kan. 597, 
237 P.2d 240; Taggart v. Yellow Cab Co. of Wichita, 156 Kan. 88, 131 
P.2d 924; Jelf v. Cottonwood Falls Gas Co., 162 Kan. 718, 178 P.2d 992; 
Morrison v. Hawkeye Casualty Co., 168 Kan. 303, 212 P.2d 638. 

The answers to the special questions found not only that an officer 
of defendant bank made false representations, but that he, knowingly 
and wilfully, failed or omitted to tell plaintiff the true financial condition 
of the drawer of the checks. 

The general rule of law is stated in 23 Am.Jur., Fraud and Deceit, 
§§ 82, 83 and 89: 

“§ 82. Response to Inquiries.—A party of whom inquiry is 
made concerning the facts involved in a transaction must not, 
according to well-settled principles, conceal or fail to disclose 

. any pertinent or material information in replying thereto, else he 
will be chargeable with fraud. The reason for the rule is simple 
and precise. Where one responds to an inquiry, it is his duty to 
impart correct information. Thus, one who responds to an inquiry 
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is guilty of fraud if he denies all knowledge of a fact which he 
knows to exist, if he gives equivocal, evasive, or misleading 
answers calculated to convey a false impression, even though 
literally true as far as they go, or if he fails to disclose the whole 
truth. The rule is frequently applied where inquiries are made 
as to the credit and solvency of a third person.” 

“§ 83. Effect of Partial Disclosures.—It is firmly established 
that a partial and fragmentary disclosure, accompanied with the 
wilful concealment of material and qualifying facts, is not a true 
statement, and is as much a fraud as an actual misrepresentation, 
which, in effect, it is. Telling half a truth has been declared to 
be equivalent to concealing the other half. Even though one is 
under no obligation to speak as to a matter, if he undertakes to 
do so, either voluntarily or in response to inquiries, he is bound 
not only to state truly what he tells, but also not to suppress 
or conceal any facts within his knowledge which will materially 
qualify those stated. If he speaks at all, he must make a full 
and fair disclosure. Therefore, if one wilfully conceals and sup- 
presses such facts and thereby leads the other party to believe 
that the matters to which the statements made relate are different 
from what they actually are, he is guilty of a fraudulent conceal- 
ment.” 

“§ 89. Financial Status of Another.—. . . concealing the condi- 
tion of a person in reference to whose credit inquiries are made 
is a fraud, as is also the wilful suppression of material facts in 
regard to the credit of a third person which the inquiring party 
is entitled to know. Although such inquiries need not be answered, 
yet one undertaking to do so is not at liberty to suppress a 
material fact within his knowledge.” 


See also 87 C.J.S. Fraud § 48, and our former opinion, Sparks v. Guaranty 
State Bank, supra. 

In view of what has been said, the answers to the special questions 
are in full accord with the general verdict, and the court did not err 
in overruling defendant's motion for judgment on the special questions, 
notwithstanding the general verdict. 

Defendant assigns error in the court's refusal to give certain requested 
instructions and in its giving certain other instructions to the jury. We 
have carefully examined both the defendant’s requests and the instruc- 
tions given by the court, and find no merit in defendant's contention. 
Other assignments of error have been considered, but they have been 
covered above and in the former opinion in this case. The judgment of 


the trial court is affirmed. 
It is so ordered. 
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Statute Requiring Depositor Notice of Forgery 
Held Applicable to Government Authority 


The New Jersey Supreme Court has rendered a very in- 
teresting decision on the subject of the applicability of a banking 
statute to a public corporation. New Jersey has a typical statute 
(N.J.S.A. 17:9A-226 B) providing that no banking institution 
shall be liable to a depositor for payment of a forged instrument 
unless the institution is notified of the forgery within two years. 
In 1950 and 1951 the Housing Authority of the City of Union 
City, a public corporation, received back from two different 
banks three checks bearing forged indorsements. The forgeries 
were not discovered until 1956 at which time the Authority de- 
manded reimbursement from the banks. When this was re- 
fused the Authority brought suit against the banks claiming 
that the above quoted statute did not apply to it. The Au- 
thority’s theory was that the statute was only procedural law 
which did not apply to the Authority because, being a public 
corporation performing a governmental function, it had the 
attribute of sovereign immunity against the workings of pro- 
cedural statutes. 

After a thorough and informative discussion of this type of 
statute the court ruled that it was not simply a procedural sta- 
tute of limitations but was rather a matter of substantive law 
and thus was applicable to governmental organizations. Con- 
sequently the banks were not liable on the forged indorsements. 

One very incisive comment of the court on the subject of 
government authorities and banking institutions is well worth 
setting forth: 

“But it is not essential to choose between the governmental 
and proprietary designation, for regardless of which role the 
authority fills, when it came into the market place it was cogni- 
zant of prevailing business practices and the provisions of the 
Banking Act and, inferentially at least, tendered itself willing 
to transact its business upon the customary terms and conditions 


then existing. If the authority had informed the (banks) that 
NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 572. 
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it would not be bound by (the statute) they probably would 
not have accepted its accounts. It cannot now disavow an 
agreement which it had the power to and did make. When 
seeking to avail itself of a commercial contract, appellant should 
be bound by all its terms.” 

Housing Authority of Union City v. Commonwealth Trust 
Company and The Trust Company of New Jersey, Supreme 
Court of New Jersey, 136 A.2d 401. The opinion of the court 
is as follows: 


WACHENFELD, J.—The Housing Authority of the City of Union 
City is a public corporation organized by Union City under the authority 
of the Local Housing Authorities Law, N.J.S. A. 55:14A-1 et seq., to 
supply safe and sanitary housing for persons of low income. In 1950 
and 1951 the authority maintained checking accounts in its corporate 
name with two banks, the Commonwealth Trust Company and The 
Trust Company of New Jersey. During 1950 the Commonwealth Trust 
Company charged the authority’s account with $1,716, representing the 
total amount paid by the bank on three checks issued by the authority 
which were cashed by means of forging the designated payee’s endorse- 
ment. The Trust Company of New Jersey honored a similar forged 
check for $5,000 in 1951 and debited the authority’s account. In the 
usual course of business, both banks returned the canceled checks with 
the forged endorsements thereon to the authority and presumably en- 
closed the customary statement of account showing the charges which 
had been made. 


The officials of the housing authority did not become aware of these 
forgeries until 1956, when they demanded that the banks recredit the 
respective accounts in the full amounts of the wrongful payments. The 
Commonwealth Trust Company and The Trust Company of New Jersey 
refused to comply with these demands, which resulted in separate actions 
against them, seeking judgment against Commonwealth Trust in the 
sum of $1,716 and against The Trust Company of New Jersey for 
$5,000. 

Each of the defendant banks moved for summary judgment in its 
favor, principally upon the basis of N.J.S.A. 17:9A-226(B) which pro- 
vides: 

“No banking institution shall be liable to a depositor for an amount 
charged to . . . him because of the payment by tlie banking institution 
of a check . . . upon which the signature of any party, other than that 
of the depositor, was forged . . . unless, within two years after the 
return of such instrument to the depositor, he shall notify the banking 
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institution in writing that the signature of a party to the instrument, 
other than that of the depositor, was forged . . .”. 

The trial judge granted defendants’ motions and the authority took 
a consolidated appeal. We awarded certification on our own motion 
before argument could take place in the Appellate Division. 

The appellant concedes N.J.S.A. 17:9A-226(B) would be dispositive 
if it were a private corporation. It urges, however, that the statute 
in question is one of limitation and contends that as a public corporation 
performing a governmental function it possesses the attribute of sovereign 
immunity which prevents the statute from running against it. 

The fundamental premise underlying appellant's principal argument 
concerns the nature of N.J.S.A. 17:9A-226(B). If this provision is a 
statement of substantive law rather than a statute of limitations which 
controls procedure and affects only the availability of a remedy, Eureka 
Printing Co. v. Division of Employment Security, 21 N.J. 383, 122 A.2d 
345 (1956), appellant’s conclusion is invalid and there is no need to 
precisely define its status and the character of its function since the 
Authority cannot claim that, unlike ordinary private corporations, it is 
immune from the effect of general provisions of substantive law. In our 
view, N.J.S.A. 17:9A-226(B) does not establish a period of limitation. 
In wording, intention and effect it is essentially dissimilar. 

A true statute of limitations prescribes a period within which suits 
must be brought upon claims or rights must be enforced. 1 Wood, 
Limitations (4th ed. 1916), § 1. The limitation is frequently defined as 
being the time at the end of which no action can be maintained. 34 
Am.Jur., Limitation of Actions, §3. Thus, our general statute, N.J.S. 
2A:14-1 et seq., N.J.S.A. provides that various causes “shall be com- 
menced” within a designated period “after the cause of any such action 
shall have accrued.” 

These statutes create repose. They are “practical and pragmatic 
devices to spare the courts from litigation of stale claims, and the citizen 
from being put to his defense after memories have faded, witnesses have 
died or disappeared, and evidence has been lost.” Chase Securities Corp. 
v. Donaldson, 325 U.S. 304, 314, 65 S.Ct. 1187, 1142, 89 L.Ed. 1628 
(1945), quoted in State by Parsons v. Standard Oil Co., 5 N.J. 281, 295, 
74 A.2d 565 (1950). Their primary purpose is to compel the exercise 
of a right of action within a reasonable time so that the opposing party 
has a fair opportunity to defend. History shows the first statutes of 
limitations were passed by the English Parliament when “abuses from 
stale demands became unendurable.” 1 Wood, supra, at § 2. 

.N.J.S.A. 17:9A-226(B) has nothing in common with these enactments. 
It does not attempt to fix a period whose expiration will bar a depositor 
from maintaining an action to have his account recredited. Instead, the 
section under consideration goes to the very essence of the right by 





NOTICE OF FORGERY $23 


establishing a condition precedent to liability on the part of the bank. 
A bank is not liable when it pays on a forged endorsement, contrary to 
the contract with its depositor, unless it is informed of such forgery 
within two years from the return of the forged instrument to the deposi- 
tor. Thus, the purpose and effect of N.J.S.A. 17:9A-226(B) are vastly 
different from a limiting statute which merely prevents the obtention 
of a remedy after a stated period of time. N.J.S.A. 17:9A-226(B) does 
not attempt to designate when the action must be brought to retain its 
freshness. 

Obviously, this provision of the Banking Act does not create repose, 
If the vouchers are never returned by the bank and received by the 
depositor, the statute is inapplicable. When notice is given within the 
allotted two-year period, the plaintiff-depositor still has the period of 
the general statute of limitations in which to sue. From this result, it 
is evident that N.J.S.A. 17:9A-226(B) was not designed “to prevent 
undue delay in bringing suit on claims and to suppress fraudulent and 
stale claims from being asserted, to the surprise of the parties or their 
representatives, when all the proper vouchers and evidence are lost, or 
the facts have become obscure from the lapse of time or the defective 
memory or death or removal of witnesses.” 34 Am.Jur., supra, at § 10. 
It is completely alien to any limitation of the time in which suit may be 
brought. 

An analysis of N.J.S.A. 17:9A-226(A) and (B) in conjunction with 
the common-law rules which preceded their passage is instructive. 

N.J.S.A. 17:9A-226(A) relates to the situation where the depositor’s 
own signature is forged or his instrument materially altered, in contrast 
with N.J.S.A. 17:9A-226(B) which is concerned with forged endorse- 
ments. The former section specifies that no “banking institution shall 
be liable to a depositor for an amount charged to or collected from him 
because of the payment by the banking institution of a check . . . upon 
which the signature of . . . the depositor, was forged . . . unless, within 
two years after the return of such instrument to the depositor, he shall 
notify the banking institution in writing that his signature . . . was 
forged ...”. 

At common law, a depositor could not hold his bank liable for honor- 
ing an instrument upon which his signature had been forged, or which 
had been materially altered, unless he examined his canceled checks 
within a reasonable time after their return and gave the bank notice 
of what had occurred. 7 Am.Jur., Banks, §510. See also Sprague v. 
West Hudson Cty. Trust Co., 92 N.J.Eq. 639, 114 A. 344, 17 A.L.R. 952 
(E. & A. 1921); Harter v. Mechanics National Bank, 63 N.J.L. 578, 44 
A. 715 (E. & A. 1899). Generally speaking, N.J.S.A. 17:9A-226(A) is 
a codification of this common-law duty, which conditioned the responsi- 
bility of the bank, with the modification that the Legislature has speci- 
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fically defined a “reasonable time” as being two years. Certainly, the 
fact that a definite time for giving notice was set forth does not make 
N.J.S.A. 17:9A-226(A) a statute of limitations any more than the rule 
preceding it was a common-law limitation. In each instance, limiting 
the time for bringing an action was not involved. Both the common 
law and the statute express substantive rules of law placing an obligation 
upon the plaintiff which must be fulfilled before his cause of action can 
accrue and the defendant bank become liable. 


Unlike the situation where the depositor’s own signature was forged, 
at common law he usually had no duty to examine his vouchers within 
a reasonable time in order to determine whether any endorsements had 
been forged, since ordinarily they were not discoverable by such means, 
and it was only necessary for him to notify the bank within a reasonable 
time after such forgeries were actually discovered. 7 Am.Jur., supra, at 
§512. See also Sprague v. West Hudson Cty. Trust Co., supra; Harter 
v. Mechanics’ National Bank, supra. Now, N.J.S.A. 17:9A-226(B) estab- 
lishes a new duty on the part of the depositor. He must give notice of 
forged endorsements within two years after return of his checks as a 
condition to recovering wrongful payments. But does this make N.J.S.A. 
17:9A-226(B) any more of a statute of limitations than N.J.S.A. 17:9A- 
226(A)? Obviously not. Both sections define the relative rights and 
duties of the parties without adverting in any way to when an action must 
be brought to enforce them. The mere fact that a statute delineates 
the time within which a condition must be performed does not make it 
one of limitations. 

In Shattuck v. Guardian Trust Co., 204 N.Y. 200, 97 N.E. 517 (1912), 
the New York Court of Appeals was faced with the issue of whether 
§ 826 of the New York Negotiable Instruments Law (McK.Consol Laws, 
c. $8) was a statute of limitations. § 326 is comparable to our own 
N.J.S.A. 17:9A-226(A) in absolving a bank from liability for paying a 
forged or raised check unless notice thereof is given within one year. 
The court said 97 N.E. at page 520: 

“There is also a manifest difference between the statute which we are 
considering and the statute of frauds or the statute of limitations. For 
obvious reasons these latter statutes must be pleaded as defenses. They 
go to the remedy rather than the right, and if not pleaded are deemed 
waived. Upon first impression there is an apparent analogy between 
this section of the negotiable instruments law and a statute of limitations, 
but it quickly fails in the light of analysis. This law does not limit the 
time within which a depositor may bring suit against a bank. It simply 
declares that unless a depositor, whose money has been paid out on a 
forged or raised check, shall within one year after the return to him of 
the voucher of each payment ‘notify the bank that the check so paid 
was forged or raised,’ the bank shall not be liable. The depositor still 





Se ee ee 


NOTICE OF FORGERY $25 


has the right to bring suit at any time within the period fixed by any 
general statute of limitations. He may sue on the very day of making 
his deposit, and yet take a year from the time when his vouchers are 
returned to him in which to serve the notice required by the statute. 
If the vouchers are never returned to him, the statute has no application, 
for he is only compelled to serve the notice within one year after the 
return to him of the voucher of each payment upon which the bank relies. 
We regard this as one of those general statutes which promulgate rules 
of substantive law rather than of pleading or evidence . . .”._ Accord, 
Markowitz v. Lincoln Nat. Bank, 85 N.Y.S.2d 821 (Sup.Ct.1949). 

Subsequent to the Shattuck decision, the New York Supreme Court, 
Appellate Division, had occasion to construe § 43 of the New York 
Negotiable Instruments Law (McK.Consol.Laws), which corresponds to 
N.J.S.A. 17:9A-226(B). In Bloch v. Schwartz, 266 App.Div. 188, 41 
N.Y.S.2d 837, 839 (1943) it held: 

“The present statute does not in terms establish a statute of limitations. 
It rather sets up a definite short period within which notification of the 
forged or unauthorized endorsement must be given to the drawee bank. 
In other words, it creates a condition to a claim of ultimate liability.” 
(41 N.Y.S.2d at page 839.) 

The Bloch case was specifically approved in Commander-Larabee 
Milling Co. v. Manufacturers & Traders Trust Co., D. C., 61 F.Supp. 
$41, 343 (W.D.N.Y.1945), where the court said: 

“Section 43 does not by any expression make its application retro- 
active. No intent that it be retroactive can be clearly drawn from the 
language of the section. The statute creates a rule of substantive law. 
It is not a limitation statute nor is it to be construed as analogous to 
one, in so far as it affects vested rights of the plaintiff.” 

We conclude that the appellent authority is subject to the provisions 
of N.J.S.A. 17:9A-226(B), which is not in the nature of a statute of 
limitations. 

N.J.S.A. 55:14A-7 provides that local housing authorities organized 
pursuant to statute shall have the power “to make and execute contracts 
and other instruments necessary or convenient to the exercise of [their] 
powers” and shall also have the authority “to sue and be sued.” 

The authority entered into contracts with the respondent banks when 
it opened its checking accounts. These agreements were not express 
in the sense that their terms were written out and subscribed to by the 
parties. As in the case of any other depositor, the contracts of deposit 
became subject to the provisions of the Uniform Negotiable Instruments 
Law and of the Banking Act. 

Much has been written in the briefs concerning the function which 
appellant performs. The respondents characterize it as proprietary and 
urge the authority has no immunity even if N.J.S.A. 17:9A-226(B) be 
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deemed a statute of limitations. In opposition, the authority points out 
that N.J.S.A. 55:14A-2 describes the clearing and reconstruction of slum 
areas as “governmental functions of State concern” and proposes that 
the controlling distinction is whether a public agency operates for a 
profit, citing Cloyes v. Delaware Twp., 23 N.J. 324, 129 A.2d 1 (1957). 
Since N.J.S.A. 55:14A-8 specifically prohibits local housing authorities 
from making a profit, restricting the rents charged to a level sufficient 
to pay principal and interest on bonds and administration and mainten- 
ance costs, appellant argues that it is engaged in an exclusively govern- 
mental activity. 

The Cloyes case dealt with the issue of whether a municipality was 
immune from liability for the torts of its agents, allegedly committed 
in the course of operating a municipal sewage disposal system on a 
utility basis. We held such an activity was proprietary in nature and, 
therefore, the defendant municipality had no immunity. 

Despite resolving the case on this ground, Chief Justice Weintraub 
deprecated the wisdom and usefulness of continuing to maintain the 
distinction between governmental and proprietary functions, criticizing 
it as a spurious standard which failed to afford much guidance when 
measured against particular factual situations. He described the doc- 
trine as an expedient engendered by policy considerations which mili- 
tated for some relaxation of the early rule tending toward complete 
municipal immunity from liability in tort, and he conceded that many 
of the cases applying the purported governmental-proprietary distinction 
seemed to be irreconcilable. Nevertheless, we determined that Cloyes 
was not the case in which “to come to grips with the entire problem.” 

It is doubtful whether the governmental versus proprietary theory 
should be imported into our present endeavor, where it will probably 
prove to be no more serviceable than in the area of municipal immunity 
from liability in tort. A rule so frequently condemned should not be 
expanded beyond its present scope of applicability unless such a result 
is essentially necessary. 

Even if we were to consider the so-called distinction significant, the 
appellant nevertheless finds too much comfort in the Cloyes case when 
it asserts that proprietary activities are distinguished from governmental 
functions solely on the basis of whether or not they are conducted for 
profit. This criterion is formulated incorrectly and is also unwarrantably 
narrow since other factors materially contributed to the result reached. 

- Since difficulty is encountered in defining with logical precision what 
characteristics ultimately denote a governmental function, the courts 
naturally turn to historical experience for clarification. Thus, in the 
Cloyes case we emphasized that sewage disposal was not a service tradi- 
tionally furnished by local government. To a greater degree, neither 
is low-cost housing. Prior to the enactment of the Local Housing Authori- 
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tise Law in 1938, the supplying of private living quarters was typically 
and almost exclusively an activity conducted by private enterprise. 

Another factor influencing the outcome of the Cloyes case was the 
absence of any general mandatory duty imposed by the Legislature 
upon municipalities to develop and maintain sewage disposal systems. 
Similarly, the Housing Authorities Law is permissive and does not 
require local governments to eliminate slum areas through the creation 
of an authority. 

Moreover, contrary to appellant’s suggestion, the result reached in 
Cloyes did not even partially depend upon whether the objective of the 
sewage disposal activity was to realize a net gain. The significant and 
controlling feature was that Delaware Township “conducted a business 
in essentially the same manner as a private utility.” It was financed 
through charges to individual users and not by general taxation. Such 
is the situation before us, and Union City is gradually acquiring an equity 
in the premises as its bonds are amortized. 

But is is not essential to choose between the governmental and 
proprietary designation, for regardless of which role the authority fills, 
when it came into the market place it was cognizant of prevailing busi- 
ness practices and the provisions of the Banking Act and, inferentially 
at least, tendered itself willing to transact its business upon the customary 
terms and conditions then existing. If the authority had informed the 
respondents that it would not be bound by N.J.S.A. 17:9A-226(B), they 
probably would not have accepted its accounts. It cannot now disavow 
an agreement which it had the power to and did make. When seeking 
to avail itself of a commercial contract, appellant should be bound 
by all of its terms. 

In a slightly different context, Justice Jacobs aptly expressed the 
dominant philosophy against affording special privileges and immunities 
to public corporations: 

“The hostility towards the doctrine of governmental immunity is also 
evidenced in the states and it seems to us that pertinent statutory 
waivers should fairly receive as liberal construction in the states as in 
the federal sphere. In recent years there has been a noticeable tendency 
of legislative bodies to entrust to independent Authorities, functions 
which necessitate relationships comparable to those ordinarily existent 
between private parties. It would seem that in all justice such Authori- 
ties should generally not be afforded the highly special immunities of 
the State acting in its sovereign capacity ...”. Taylor v. New Jersey 
Highway Authority, 22 N.J. 454, 470, 126 A.2d 313, 322 (1956). 

One final point remains. Upon the assumption that N.J.S.A. 17:9A-226 
(E) is a statute of limitations, appellant argues the time allotted by 
the Legislature for giving notice is unreasonable. 

Having already concluded that the statute promulgates a rule of 
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substantive law, the question of whether the two-year period is reason- 
able does not appear to be a controlling issue. Ordinarily, questions 
of reasonableness are reserved to the Legislature and reach the courts 
only in cases involving remedial statutes with retrospective operation. 
Since N.J.S.A. 17:9A-226(B) is prospective, see Pratt v. Union Nat. Bank, 
79 N.J.L. 117, 75 A. 313 (Sup.Ct. 1909), and an expression of substantive 
law, the legislative decision should not be disturbed. In any event, 
the courts will not set aside a statute of limitations “unless the time 
allowed is manifestly so insufficient that the statute becomes a denial 
of justice.” 34 Am.Jur., Limitation of Actions, § 22. Clearly, that is not 
the situation here. 

The judgments below are affirmed. 

JACOBS, J., concurring in result. 

For affirmance: Chief Justice WEINTRAUB and Justices WACHEN- 
FELD, BURLING, JACOBS and FRANCIS-—5. 

For reversal: Justice HEHER-—1 





Federal District Court Has no Original Jurisdiction 
to Entertain Quo Warranto Suit by State 


In a case which will perhaps be of more interest to bank 
attorneys than to bankers, a United States Court of Appeals has 
decided that a Federal District Court does not have original 
jurisdiction to entertain a quo warranto proceeding. The suit 
was instituted by the State of Wisconsin to test the validity of 
the action of a federal savings and loan association which had 
established three limited agency offices in Milwaukee for serv- 
icing mortgages. The Association had done this pursuant to a 
regulation of the Federal Home Loan Bank Board which in- 
tervened in the action. The Federal District Court in which 
the quo warranto action was instituted assumed without deciding 
that it had jurisdiction to entertain the suit and found that the 
Association had acted in pursuance of a valid regulation. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 119. 
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On appeal the Court of Appeals in the Seventh Circuit ruled 
that although the suit was technically filed in the name of the 
United States ex rel. State of Wisconsin it was nevertheless a 
suit by the State, not by the United States. This being true 
there was no statutory authority in the district court to entertain 
the action. United States of America ex rel. State of Wisconsin 
v. First Federal Savings and Loan Association and Federal Home 
Loan Bank Board, United States Court of Appeals, Seventh Cir- 
cuit, 248 F.2d 804. The opinion of the court is as follows: 


HASTINGS, C.J.—This is an appeal by the state of Wisconsin from 
an order dismissing an action in the nature of a quo warranto filed by 
it in the name of the United States, with the consent of the district court, 
against .appellee, First Federal Savings and Loan Association of 
Milwaukee, Wisconsin. 

First Federal is a savings and loan association which operated from 
1934 to 1954 at a single office in Milwaukee under a charter granted 
by the Federal Home Loan Bank Board pursuant to the Home Owners’ 
Loan Act of 1938, 12 U.S.C.A. § 1461 et seq., and the Board’s Regulations 
under that Act, 24 C.F.R. 141.18-141.15, inclusive. 

In 1954, under authority of the Board’s Regulation No. 145.15, First 
Federal established three limited agency offices in Milwaukee for serv- 
icing its mortgage loans and contracts and managing its real estate. 
These limited agencies did not accept applications for or negotiate loans 
and rendered no service in connection with savings accounts, these 
matters being handled exclusively at the main office. 

In 1947, Wisconsin adopted a statute which prohibits its state finan- 
cial institutions from operating agencies. Section 215.02(20) of the 
Wisconsin statute reads: 


“(20) One office only. No savings and loan association or 
building and loan association carrying on business in this state shall 
operate or maintain any branch offices, paying or receiving stations, 
agencies or branch associations within this state.” 


On October 29, 1954, Wisconsin made a formal demand upon the 
United States Attorney General to institute this action to determine 
whether or not First Federal was exceeding its charter and operating 
contrary to the policy of the state. The Attorney General formally re- 
plied (citing decisions of the courts supporting the action of First Fed- 
eral) and refused to have such action instituted in the name of the 
Attorney General, “even assuming that quo warranto would be the 
appropriate type of proceeding in such a situation.” (our emphasis. ) 
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Following this refusal, the Attorney General of Wisconsin filed a 
petition in the United States District Court for the Eastern District of 
Wisconsin in the name of “United States of America ex rel. State of 
Wisconsin, Plaintiff,” asking leave to file an information in the nature 
of a quo warranto to test the right of First Federal to establish the three 
limited agency offices. After a proper hearing, such leave was granted 
and the information was filed. Since the proceeding directly challenged 
the validity of the Regulation under which First Federal established the 
agencies, 24 C.F.R. 145.15, the Federal Home Loan Bank Board inter- 
vened in the action. The facts were stipulated, including the deposi- 
tions of two witnesses describing the operations carried on at the agencies 
in question. 

Under these facts, Wisconsin moved for summary judgment, having 
asserted in its information that the Regulation (24 C.F.R. 145.15) “is 
null and void in that it is beyond the powers delegated to the Home Loan 
Bank Board by Congress,” “is an invalid subdelegation of the powers 
of the board itself, and hence is not a part of the charter issued to defend- 
ant by the United States,” and that “the establishment of branch or 
receiving agencies of savings and loan associations in the state of Wis- 
consin is prohibited by sec. 215.02(20) of the Statutes of the State of 
Wisconsin.” First Federal and the Board then moved to dismiss the 
action on the grounds that the court lacked jurisdiction to entertain such 
an action in quo warranto, that the state of Wisconsin had no authority 
to use the name of the United States in maintaining such an action, that 
the state of Wisconsin had not exhausted administrative remedies, and 
that no claim had been stated upon which relief could have been granted. 

The district court assumed, without deciding, that it had jurisdiction 
to entertain the instant action and, on the merits, found that First Federal 
had acted lawfully in pursuance of a valid regulation. Accordingly, the 
court granted the motions for dismissal and denied the motion for 
summary judgment. 

The contested issues are whether the district court has jurisdiction 
over a quo warranto action filed by the state of Wisconsin in the name 
of the United States to challenge the assertion of corporate authority 
by a federally chartered corporation after the United States Attorney 
General had formally declined to file such an information and whether 
the Regulation of the Federal Home Loan Bank Board, which authorizes 
federal savings and loan associations to establish limited agencies, is valid. 

We find ourselves in accord with the district court’s well considered 
opinion on the merits of this case, but the issue of jurisdiction rises to 
meet us first. As will appear later, we cannot give further consideration 
to affirmance of the judgment below on the merits of our determination 
of jurisdiction is adverse to the realtor. The question of jurisdiction is 
basic and fundamental and cannot be ignored. It has been raised by 
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appellees throughout this proceeding. Since we believe its determina- 
tion is of paramount necessity here we shall give it first consideration. 


The district court said, [151 F.Supp. 691] on the issue of jurisdiction: 


“, .. being of the opinion that the relator . . . had made a show- 
ing that a substantial issue existed, ordered that it be granted 
leave to file its information in the nature of quo warranto. . . . 

“The assertion of the right of the State of Wisconsin or any 
person to bring an action in the nature of quo warranto without 
the consent of the Attorney General of the United States raises a 
substantial question. This court is inclined however, to the opinion 
that if the defendant Association in asserting the right to maintain 
agencies is asserting and usurping a prerogative and franchise not 
conferred upon it by its charter and is invading the sovereign 
prerogatives of the United States by whom the charter was 
granted, the sovereign State of Wisconsin has standing to em- 
ploy the extraordinary writ of quo warranto to test the legality 
of the Association so to act. We are of the further mind that 
the State of Wisconsin is not required to seek its remedy by use of 
the administrative procedure under the Act nor is it required to 
use less extraordinary remedies before resorting to quo warranto. 
We assume these procedural points, however, and do not decide 
them, since our decision does not turn upon them.” (our emphasis. ) 


The modern information in the nature of a quo warranto is an extra- 
ordinary remedy and has been defined “as an information, criminal in 
form, presented to a court of competent jurisdiction, by the public 
prosecutor, for the purpose of correcting the usurpation, mis-user, or non- 
user, of a public office or corporate franchies . . . and while still retaining 
its criminal form, it has long since come to be regarded as in substance, 
a civil proceeding, instituted by the public prosecutor, upon the relation 
of private citizens, for the determination of purely civil rights.” High, 
Extraordinary Legal Remedies, 2d Ed., p. 458. The origin of the original 
writ itself is to be found in the earliest history of the common law. The 
employment of the original writ, its subsequent limitation by statute, its 
lapse into disuse in England, the usurpation of its place by the modern 
remedy of an information and the recognition of the remedy by constitu- 
tional and statutory provisions in the various jurisdictions are all the 
subject of an interesting historical development to be found in Chapter 
XIII of High’s treatise on this subject. It is further pointed out that 
jurisdiction in this country is generally fixed by the constitutions and 
statutes of the several states. “Since the remedy by quo warranto, or 
information in the nature thereof, is only employed to test the actual 
right to an office or franchise, it follows that it can afford no relief for 
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official misconduct and can not be employed to test the legality of the 
official action of public or corporate officers.” (our emphasis.) High, 
supra, p. 485. 

An examination of several of the statutes authorizing the use of this 
extraordinary remedy reveals that its application is rather broad but 
specifically limited to the use therein provided. There have been sub- 
mitted to this court only two instances in which original quo warranto 
jurisdiction has been specifically conferred upon federal district courts. 
The revised statutes of 1878 vested jurisdiction in these courts of proceed- 
ings brought by the United States Attorney for the removal of persons 
holding office contrary to the Fourteenth Amendment. Rev.Stat., Sections 
563(14), 626(14), (1786). This Act was repealed in the Judicial Code 
of 1911, 36 Stat. 1168. In 1901, Congress specifically authorized the 
United States District Court for the District of Columbia to issue quo 
warranto in the name of the United States. Act of March 8, 1901, 31 
Stat. 1419, Title 16, Section 1601 of the D.C. Code (1940). However, 
this grant is strictly limited and is confined solely to situations involving 
franchises and public offices held within the District of Columbia. There 
is no other specific statutory provision vesting original jurisdiction in 
the district courts in quo warranto actions. In construing this statute, 
the Court of Appeals for the District of Columbia held that it did not 
apply where the plaintiff sought relief from alleged misconduct of a 
corporation and that quo warranto was not an appropriate remedy for 
attempted revocation of the corporate charter of a bar association on 
the ground of alleged abuse and misuse of its charter. United States 
ex rel. Robinson v. Bar Association of District of Columbia, 1952, 91 
U.S.App.D.C. 5, 197 F.2d 408. 


The general jurisdiction of federal district courts is limited and de- 
fined strictly by statute. We cannot look beyond Congressional enact- 
ments to determine the extent or scope of this jurisdiction. In the 
absence of specific statutory provision, Wisconsin relies on two sections 
of Title 28 U.S.C.A. §§ 1345 and 1651(a). Section 1345 provides: 


“Except as otherwise provided by Act of Congress the district 
courts have original jurisdiction of all civil actions, suits or 
proceedings commenced by the United States or by any agency 
or officer thereof expressly authorized to sue by Act of Congress.” 


This suit is not one commenced by the United States or any of its 
officers or agencies. In fact, the United States Attorney General expressly 
refused to institute this action. It is admittedly filed by the state of 
Wisconsin. While technically it is filed in the name of the United States 
ex rel. State of Wisconsin, it is in effect a suit by the state of Wisconsin, 
and not a suit by the United States. 
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Section 1651(a), supra, provides: 


“The Supreme Court and all courts established by Act of 
Congress may issue all writs necessary or appropriate in aid of 
their respective jurisdictions and agreeable to the usages and 
principles of law.” 


This provision does not enlarge or expand the jurisdiction of the courts 
but merely confers ancillary jurisdiction where jurisdiction is otherwise 
granted and already lodged in the court. Covington and Cincinnati 
Bridge Co. v. Hager, 1906, 203 U.S. 109, 111, 27 S.Ct. 24, 51 L.Ed. 111, 
and Knapp v. Lake Shore and Michigan Southern Ry. Co., 1905, 197 
U.S. 586, 25 S.Ct. 538, 49 L.Ed. 870. The statute presupposes existing 
complete jurisdiction and does not contain a new grant of judicial power. 
In passing upon the meaning and purpose of this section this court has 
said: 


“[w]hile the section augments the power of the court in cases of 
existing jurisdiction, it in no wise expands or extends its territorial 
jurisdiction.” Edgerly v. Kennelly, 7 Cir., 1954, 215 F.2d 420, 422. 


There are few authorities touching upon the jurisdiction of a district 
court to entertain an information in the nature of quo warranto. “No 
instance is known of the use of writ of quo warranto in a district court 
of the United States other than the District Court of the District of 
Columbia.” Cyc. of Federal Procedure, 2d Ed., Sec. 7098. The court, in 
United States v. Malmin, $ Cir., 1921, 272 F. 785, 790, indicated that 
quo warranto is the proper remedy to try the title of a judge of a court 
of the United States but did not indicate in what court it could be enter- 
tained. In a suit to enjoin defendant city from levying taxes the court 
noted that the state law provided the exclusive remedy in an action for 
quo warranto and stated, “. . . the federal courts, . . . have not the right 
to exercise the quo warranto jurisdiction . . .”. (our emphasis.) Morin 
v. City of Stuart, 5 Cir., 1940, 111 F.2d 773, 775. Doubt was expressed 
that federal courts have quo warranto jurisdiction, except as specifically 
authorized by statute in Cleveland Cliffs Iron Co. v. Village of Kinney, 
8 Cir., 1919, 262 F. 980, 984, and In re Yancey, 6 Cir., 1886, 28 F. 445, 451. 

A parallel may be drawn between quo warranto and mandamus on 
this question of jurisdiction of the federal district courts. It has been 
repeatedly held that mandamus may not issue in the district court unless 
it is necessary for the exercise of independently conferred jurisdiction. 
In the case of Marshall v. Crotty, 1 Cir., 1950, 185 F.2d 622, 626, 627, 
the leading cases are cited to this effect. The court goes on to point out 
that in Title 28 U.S.C.A. § 1331, the phrase “all civil actions” does not 
enlarge the jurisdiction of the district courts to vest in them general 
original jurisdiction in cases of mandamus. 
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We hold, except as otherwise specifically provided by statute, that 
there is no original jurisdiction in the federal district court to entertain 
an information in the nature of quo warranto. This makes it unneces- 
sary for us to pass upon the other questions raised in this appeal. It 
follows that the district court in this case should have dismissed the 
action for want of jurisdiction instead of determining it upon the merits. 
The judgment dismissing the action is therefore modified so as to show 
that the case was dismissed for want of jurisdiction, and, as thus modified 
the judgment is 

Affirmed. 





Unqualified Signature on Notes Leads to Individual 
Liability 


A recent case decided by a municipal court in Ohio indicates 
that it is difficult to anticipate exactly how some courts will 
arrive at a decision in the field of commercial law. The facts of 
the case were undisputed and routine. Two cognovit notes were 
signed as follows: 

“Owens Screw Products, Inc. (Seal) 
Stanley Heilbronner, Vice Pres. (Seal) 
A. M. Donofrio (Seal)” 
The issue confronting the court was whether or not Mr. Dono- 
frio, who was the president of Owens Screw Products, was per- 
sonally liable on the notes. After discussing at length the ad- 
missability of oral evidence to establish the intention of the 
parties to the notes the court stated: 


“However, since the effect of permitting such evidence might 
result in relieving an individual from personal responsibility even 
though he did not take advantage of the negotiable instrument 
act by indicating on the face of the note that he actually signed 
as an officer of the corporation, the proof should be by clear and 
convincing evidence. 

The court then concluded that no such clear and convincing 
evidence had been adduced by Donofrio and that there was 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 376. 
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no showing that the payee of the notes understood that Donofrio 
was signing in a representative capacity. He was therefore per- 
sonally liable. 

It would appear that this case could very easily have been 
decided on the ground that there was no indication that Donofrio 
did not sign as an individual and he was therefore liable, without 
considering the intention of the parties to the note. E. R. John- 
stone Machinery Company v. Owens Screw Products, Inc. and 
A. M. Donofrio, Municipal Court of Toledo, Ohio, 145 N.E.2d 
559. The opinion of the court is as follows: 


WILEY, J.—This is an action brought by the E. R. Johnstone 
Machinery Company, plaintiff, against Owens Screw Products, Inc., 
and A. M. Donofrio, also known as Anthony M. Donofrio, defendants, on 
two cognovit notes described as follows: 


“$191.67 July 7 =—:1958. 
“One Hundred fifty-three (153) days after date for value re- 
ceived we promise to pay to the order of E. R. Johnstone 
Machinery Company One Hundred ninety-one and 67/100— 
Dollars with Interest at the rate of 6% per centum per annum at 
800 South St. Clair Street, Toledo 4, Ohio. 
“and we hereby authorize any Attorney at Law to appear in 
any Court of Record in the United States, after the above obliga- 
tion becomes due and waive the issuing and service of process and 
confess a judgment against us in favor of the holder hereof, for 
the amount then appearing due, together with costs of suit and 
thereupon to release all errors and waive all rights of appeal. 
“Owens Screw Products, 
Inc. (Seal) 
Stanley Heilbronner, 
Vice Pres. (Seal) 


A. M. Donofrio 
(Seal)” 
“No. 5 
“Due December 7, 1953 
“$191.67 July 7 1953. 


“One Hundred eighty-four (184) days after date for value re- 
ceived we promise to pay to the order of E. R. Johnstone 
Machinery Company One hundred ninety-one and 67/100— 
Dollars with interest at the rate of 6% per centum per annum at 
300 S. St. Clair Street, Toledo 4, Ohio. 

“and we hereby authorize any Attorney at Law to appear in any 
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Court of Record in the United States, after the above obligation 
becomes due and waive the issuing and service of process and 
confess a judgment against us in favor of the holder hereof, for 
the amount then appearing due, together with costs of suit and 
thereupon to release all errors and waive all right of appeal. 
“Owens Screw Products, 
Inc. (Seal) 
Stanley Heilbronner, 
Vice Pres. (Seal) 
A. M. Donofrio 
(Seal )” 

“No. 6 

“Due January 7, 1954 

After judgment was entered, a motion to vacate judgment was filed 
on behalf of defendant, A. M. Donofrio, also known as Anthony M. 
Donofrio, setting forth as grounds for vacating said judgment that judg- 
ment was obtained through irregularity and other reasons. By rule of 
Municipal Court when such motion to vacate is filed, an answer to the 
original petition setting forth alleged defenses must be filed. Upon the 
hearing of said motion to vacate and upon consideration of the grounds 
contained in the motion, and the defenses set forth in the answer re- 
quired by the Court, the Court ordered that the judgment previously 
entered be suspended and that the cause be sent to the Assignment 
Commissioner for trial date. 

The important issue to be determined is whether or not the defen- 
dant, A. M. Donofrio, is personally obligated upon said notes. Attempt- 
ing to determine this question, the Court has examined a great number of 
cases, including those mentioned in memorandums filed herein. As 
stated in Ohio Jurisprudence— 


“Whether in any particular case his act is to be deemed indi- 
vidual or representative has proved a difficult question in many 
cases. Whether or not a bill or note has been executed by a 
party in his individual or representative capacity, is in each par- 
ticular case a question to be determined from a consideration of 
the whole instrument.” (29 O.J., Page 1044.) 


No Ohio cases on all fours as the case under consideration has come 
to the attention of this Court, however, in other jurisdictions several 
such cases may be cited to illustrate the conflict which exists. Exchange 
Bank of Marcus v. Schultz, 167 Iowa 186, 149 N.W. 99-100. In this 
case the note was signed as follows: 

“Glendell Dairy Company by 
Henry O. Harstad, President 
J. E. Schultz” 
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In this case the trial court permitted the introduction of parol evidence. 
It permitted the defendant, J. E. Schultz, to show that he signed only as 
an officer of the Glendell Dairy Company and not as an individual. A 
transcript of much of the testimony was given in this case and the 
decision in the trial court was in favor of J. E. Schultz, however, the 
Appellate Court reversed the decision and stated that “At best Schultz 
was simply mistaken as to the legal effect of his signature; but there 
is no showing that the payees understood he (Schultz) was to sign in 
a representative character. Indeed, the contrary appears.” The Court 
further stated he (Schultz) did not show by clear and convincing evid- 
ence that they (the notes involved) were signed by him through a 
mutual mistake of the parties or that the payee obtained his signature 
through misrepresentation or fraud. 
In another case, Hoffstaedter v. Lichtenstein, 203 App.Div. 494, 196 

N.Y.S. 577, 578 the note was in this form— 

“we promise to pay... 

Carlton Auto Supplies Co., Inc. 

Sam Lichtenstein 

Wm. Lee, Treas.” 


The Court held in an action on a note against a corporation and its 
president evidence of circumstances attending the execution of the note 
and that the president had no personal transactions with payee, was held 
competent to repel the presumption that the president signed as an 
individual. In this case the trial court sustained an objection to such 
parol evidence and the Appellate Court held that the trial court erred in 
not admitting such proofs. The Court said such proof might have pre- 
sented a question of fact for the jury as to whether Lichtenstein was 
liable personally. The Court sent the case back to the trial court for a 
new trial. 

On the other hand, we cite Coal River Collieries v. Eureka Coal & 
Wood Co., 144 Va. 263, 1382 S.E. 337, 46 A.L.R. 485. In this case the 
note read in part— 

“We promise, .. . 
Eureka Coal & Wood Co., Inc. 
J. Liebman, Treasurer, N. Orleans.” 


Orleans defended on the ground that he signed as president and not 
personally. The trial court admitted parol evidence on behalf of Orleans 
to show that he intended to sign only as president. The Appellate Court 
held that the trial court erred in admitting parol evidence, reversed the 
decision of the trial court and entered final judgment for the plaintiff 
in the case. Rudolph Wurlitzer Co. v. Rossmann, 196 Mo.App. 78, 190 
S.W. 636, in which case the note was signed— 
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“International Electric Piano Co., 
N. D. Gross, Pres. 
Tekla Rossmann.” 


Rossmann was held personally liable and the Court also stated that the 
trial court erred in admitting parol evidence to prove that Rossmann 
did not sign as an individual. (Rossmann actually was secretary of the 
company. ) 

At this point, a general statement taken from $2 C.J.S. Evidence § 929, 
page 852, might well be in order. 


“929. In General 

“The rule excluding parol evidence to vary or explain written 
documents is a flexible one, subject to many exceptions. 

“There is perhaps no rule of law or of evidence which is more 
flexible or subject to a greater number of exceptions than the rule 
which excludes parol evidence offered to vary or explain written 
documents. 

“While it has been said that in the multitude of exceptions 
much confusion has arisen, so that the exact limit to be placed 
on the exceptions depends not only on the peculiar facts of each 
case, but also to some extent on the peculiar cast of thought of 
the individuals composing the court, it may be stated generally 
that the courts have endeavored to adapt their rulings, either 
way, to the obvious demands of abstract justice in each par- 
ticular case. The result is that, while the decisions are fairly 
uniform with respect to their abstract statements of the limita- 
tions of and exceptions to this rule, when the question arises as 
to whether a case presenting a particular state of facts comes 
within the general rule, or is taken out of it by one of the recog- 
nized limitations or exceptions, or again brought within it by one 
of the numerous limitations of, and exceptions to, those limitations 
and exceptions, the authorities are in many instances in hopeless 
conflict.” 


It appears to this Court that the pleadings in this case and the notes 
involved fairly raise the question as to whether or not A. M. Donofrio 
should be held personally liable. If for the sake of argument it would 
be admitted that A. M. Donofrio did intend to sign only as president 
of the Owens Screw Products, Inc. and not as an individual, and that 
E. R. Johnstone, president of the E. R. Johnstone Machinery Company, 
also intended A. M. Donofrio to sign as such officer and not as an indi- 
vidual, parol evidence should be admitted to indicate this fact. Essen- 
tially this is exactly what the defendant in the case contends to be the fact. 

Without attempting to bring the facts of the present case within 
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one of the so-called well known exceptions to the parol evidence rule, 
such as fraud, duress, misrepresentation, ambiguity, mutual mistake, etc., 
the principles of abstract justice seem to require that parol evidence be 
admitted in those cases where the name of a corporation appears in 
the signature on a note, together with the signature of an individual 
designated as an officer of the corporation and the signature of another 
individual who is not designated as an officer of the corporation but in 
fact is such an officer. Thus parol evidence should be admissible to 
prove the character in which the individual actually executed the note, 
even though his title does not appear upon the face of the instrument. 
However, since the effect of permitting such evidence might result in 
relieving an individual from personal responsibility even though he did 
not take advantage of the negotiable instrument act by indicating on 
the face of the note that he actually signed as an officer of the corpora- 
tion, the proof should be by clear and convincing evidence. 

However, in consideration of all of the evidence in the case before 
this Court and the relationship of the parties, it appears to this Court 
that the defendant, A. M. Donofrio, has failed to prove his contention by 
clear and convincing evidence. As in the case cited above, Exchange 
Bank of Marcus v. Schultz, we can well paraphrase the words of the 
Court by saying at best Donofrio was simply mistaken as to the legal 
effect of his signature but there is no showing that the payee under- 
stood that Donofrio was to sign in a representative capacity. Indeed 
the contrary appears. 

Therefore, it is hereby ordered and adjudged that the plaintiff have 
and recover judgment against the defendant, A. M. Donofrio, also known 
as Anthony M. Donofrio, in the sum of Three Hundred Ninety-six and 
16/100 Dollars ($396.16), plus interest at Six (6%) per cent per annum 
from January 29, 1954, and for costs. 


NEW NOTE MERELY EXTENDS TIME OF PAYMENT 
OF OLD INDEBTEDNESS 


The syllabus by the Supreme Court of North Dakota sum- 
marizes the court's decision in a recent note extension case: 
“1, The taking of a new note for an existing one merely ex- 
tends the time of payment of the old indebtedness and is not 
payment of the debt unless the parties specifically agree that 
the original debt is to be extinguished. 2. A renewal note, as 
distinguished from a new note specifically taken as satisfaction 
of the debt, is as between the original parties open to all defenses 
which might have been made against the original note.” See 
Karzen and Gurvey v. Heitzmann, Supreme Court of North 
Dakota, 86 N.W.2d 514. 
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Guarantor of Note Liable Despite Extension of Time 
of Payment by Primary Obligor 


In a rather unusual guaranty case, a court has ruled that an 
indorser-guarantor was liable to the holder of the note. The 
guarantor’s indorsement contained a consent without notice “to 
any and all extensions of time or terms of payment made by 
holder of said note.” The note was due on May 6th at which 
time it was duly presented and dishonored. The indorser was 
then requested to make payment. On May 28th the maker's 
creditors including the payee of the note and the indorser en- 
tered into a composition agreement whereby the creditors agreed 
to forbear the assertion of claims for about a year and a half. 
Despite this agreement the holder pressed payment of the note 
by the indorser-guarantor who, of course, took the position that 
since the time of payment of the note was extended for the 
maker or primary obligor, that his liability on the note was like- 
wise extended. 

The court ruled against the guarantor on the ground that 
if he had intended for his obligation to be similarly postponed 
he could have easily so specified in the composition agreement. 
The court pointed out that the guarantor had consented to the 
extension agreement and that his position would not be pre- 
judiced in regard his rights against the maker since the latter 
impliedly consented that whatever remedies the guarantor had 
against the maker would remain open. Empire Millwork Cor- 
poration v. Lapides, United States District Court, D. Maryland, 
155 F.Supp. 765. The opinion of the court is as follows: 


THOMSEN, C.J.—In this action by the payee of a note against an 
indorser-guarantor, the latter contends that the suit is prematurely 
brought by reason of the terms of a composition agreement to which 
the maker, the payee and the indorser-guarantor were all parties. 

On November 5, 1956, by its promissory note, Lehigh Construction 
Co., Inc., promised to pay to plaintiff or order $8,830.22 on May 6, 1957, 
with interest at 5%. On the reverse of the note the signature of defen- 
dant, Morton M. Lapides, appeared under the following printed state- 
ment: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 620. 
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“For value received the undersigned and each of them hereby 
forever waives presentment, demand, protest, notice of protest 
and notice of dishonor of the within note and the undersigned 
and each of them guarantees the payment of said note at maturity 
and consents without notice to any and all extensions of time or 
terms of payment made by holder of said note.” 


The note was payable at the Maryland Trust Company, Baltimore, 
Maryland; it was duly presented for payment and was dishonored, 
whereof defendant was given due notice. 

On or about May 28, 1957, a composition agreement was entered 
into between Lehigh Construction Co., Inc., and its creditors, including 
plaintiff. That agreement provided, inter alia: 


“1. Each and every creditor covenants and agrees that he 
or it will refrain from asserting any claim by way of suit, . . . or 
any other type of legal proceeding to enforce his and/or its rights 
for any sums presently due by Lehigh Construction Company, Inc., 
to such creditor and said creditor further convenants and agrees 
that any judgments obtained by him or it within a period of four 
(4) months prior to this date shall immediately be released and 
dismissed of record. This Agreement to forbear the assertion of 
claims shall continue until December 31, 1958, provided however, 
the rights of any creditor under any guarantee, or any security 
heretofore given them, shall not be affected hereby.” 


Lapides signed the agreement individually and on behalf of Lehigh 
Construction Co., Inc., of which he is the sole stockholder. 

Sec. 120 of the Uniform Negotiable Instruments Act (Ann.Code of 
Maryland, Art. 13, sec. 140) provides: 


“120. A person secondarily liable on the instrument is dis- 

charged: 
c ° ° ° oO 

“(6) By any agreement binding upon the holder to extend 
the time of payment, or to postpone the holder’s right to enforce 
the instrument, unless made with the assent of the party second- 
arily liable, or unless the right of recourse against such party is 
expressly reserved.” 


Since that section relates expressly to persons secondarily liable, it has 
been held that it has no application to a guarantor of a note whose 
liability has become absolute by reason of the maker’s default in pay- 
ment. 8 Am.Jur., Bills and Notes, § 800. In any event, since defendant 
consented to the extension both by the terms of his indorsement and 
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by the composition agreement, the extension did not discharge his 
liability. So much is conceded. Defendant asserts, however, that since 
the agreement extended the time for payment by Lehigh, the primary 
obligor, until December 31, 1958, it also operated to extend the time 
for payment by him, the indorser, until the same date. This contention 
is answered by the section cited, 120(6) of the Uniform Act, which 
provides that a holder may retain his right of action against a party 
secondarily liable even without his consent by an express reservation 
in the extension agreement. The reason for this provision is that “ 

such party is in no way prejudiced by the qualified extension thus 
granted to the principal debtor, since, by entering into such an agreement, 
the latter impliedly consents that whatever remedies the party second- 
arily liable has against him shall remain open. Hence, the party 
secondarily liable is at liberty to pay the debt and proceed against the 
principal debtor at once without waiting for the expiration of the 
extension.” 8 Am.Jur., Bills and Notes, § 809. 

In the instant case, both by the legend over his signature on the 
back of the note, and by the terms of the composition agreement, Lapides 
consented to the extension of time of payment granted to the corpora- 
tion. If he had intended that his obligation as guarantor of the note 
should be similarly postponed, he could easily have so specified. Under 
the circumstances, plaintiff is entitled to an immediate judgment against 
Lapides for the amount of the note, with interest. 

However, under the terms of the composition agreement, it was 
contemplated that Lapides should do certain things which might make 
it inequitable to have the judgment enforced against him at this time. 
Judgment will, therefore, be entered in favor of plaintiff for $9,263.24 
and costs, but without prejudice to the right of Lapides to file an ap- 
propriate motion seeking a stay of enforcement of the judgment, but 
not affecting its lien. 








FEDERAL BANKING LAWS 
By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 


and the regulation of banks by supervisory agencies. 





Legislation 

For the past several weeks the House Committee on Bank- 
ing and Currency has been considering, in executive session, 
the Financial Institutions Act of 1957. Although the Committee 
reached agreement on in excess of twenty-five amendments, 
they adjourned on April 1, without reporting the bill, subject 
to the call of the chair after Easter Recess. To many observers 
of this general revision of the banking laws, this action indicates 
that the bill will have little chance of passage during this 
Congress, since Chairman Spence has announced that remedial 
legislation for the unemployment situation will be the first order 
of business upon their return. 

The President has signed into law S. 3418, a bill to stimulate 
residential construction. In his accompanying message to 
Congress, Mr. Eisenhower requested the enactment of legisla- 
tion to assure private participation in housing construction and 
elimination of requirement of Government par purchase of 
mortgages. 

Representative Multer has introduced a bill (H.R. 11288), 
relating to the establishment of national mutual savings banks. 
This bill places authority of supervision in the Federal Home 
Loan Bank Board; it sets out in detail the standards required 
in approving applications and chartering savings banks pur- 
suant to the provisions of the act; it limits the maximum de- 
posits in any one account to $25,000; it prohibits a corporation, 
partnership, business or commercial bank from organizing a 
national mutual savings bank; it deals with investments in ob- 
ligations secured by liens on real property, and sets up certain 
limitations which shall apply in the absence of any contrary 
limitations prescribed by the Federal Home Loan Bank Board; 
it provides that the minimum reserve shall be 4% and the maxi- 
mum 8%; it provides detailed control on conversion of state 
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mutual savings banks to national mutual savings banks; it gives 
the Board power to issue regulations and rules, and to enforce 
the same through the appointment of conservators or receivers, 
or the removal of officers; and provides for hearings under the 
provisions of the Administrative Procedure Act. 

Senator Fulbright, at the request of the Federal Reserve 
Board, has introduced a bill (S. 3603), which amends section 
19 of the Federal Reserve Act with respect to reserves required 
to be maintained by member banks of the Federal Reserve 
System. The proposed bill would make the following changes 
in existing law concerning reserve requirements of member 
banks: (1) it authorizes the Board to permit member banks to 
include all or part of their vault cash holdings in their required 
reserves; (2) it authorizes the Board to fix the reserve require- 
ments for demand deposits of central reserve city banks within 
a range of 10 to 20 percent, instead of the present authorized 
range of 13 to 26 percent; and (3) makes more flexible the 
Board's authority to permit individual member banks in central 
reserve or reserve cities to carry lower reserves than those 


specified for banks in such cities. 


Comptroller of the Currency 


The Comptroller has issued a new regulation governing the 
loans which can be made by national banks, secured by direct 
obligations of the United States. The new regulation removes 
the present limitation of 100% of capital and surplus, on obliga- 
tions which will mature in not exceeding eighteen months. 
Under the new regulation such loans are not subject to any 
limitation, and it is to become effective April 13, 1958. 


Federal Deposit Insurance Corporation 


In the FEDERAL REGISTER of January 25, 1958, notice 
was given of a proposed rule which would affect assessments 
of banks insured by the Federal Deposit Insurance Corpora- 
tion. The amendment was apparently for the purpose of elim- 
inating what might be termed certain abuses in figuring float 
deductions in computing assessment base. As a result of the 
publication and suggestions and protests received as to the 
proposed amendment, the amendment was changed and it now 
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appears in the FEDERAL REGISTER of March 26, 1958, ef- 
fective as of the date of publication. 


The purpose of the amendment is to exclude from the mean- 
ing of the term “cash item” any instrument providing for the 
payment of money which is paid or credited to a deposit ac- 
count and which is received for the purpose of abnormally 
increasing deposits or reducing assessments with deductions; 
to permit the subtraction from reported deposits in computing 
the assessment base of the amounts of such excluded instru- 
ments under certain conditions set forth in the amendment; 
and to permit the consideration of the withdrawal of sub- 
stantially the same amount as the credit given for any such 
instrument within a short period thereafter, where the trans- 
action appears abnormal under the circumstances, as a factor 
in determining whether the deposit was received for such pur- 
pose. 


Board of Governors 
of the Federal Reserve System 


The Federal Reserve Bank has issued a supplement to 
Regulation D, which again lowers the reserves required to be 
maintained by member banks with Federal Reserve Banks. For 
banks not in a reserve, or central reserve city, the effective date 
is April 1, 1958, and the required reserves are 5 percent of time 
deposits, plus 11 percent of net demand deposits. For banks 
in a reserve city, the effective date is March 20, 1958, and the 
required reserves are 5 percent of time deposits, plus 17 per- 
cent of net demand deposits. For banks located in a central 
reserve city, the effective date is likewise March 20, 1958, and 
the required reserves are 5 percent of time deposits, plus 19 
percent of net demand deposits. 


The Board has also amended its regulations on discount 
rates, published in the FEDERAL REGISTER of March 27, 
1958, by amending Section 224 of the Code of Federal Regula- 
tions. Section 224.2, “Advances and Discounts for member 
banks under sections 13 and 13a,” was amended to provide a 
rate of 214% for all Federal Reserve Banks, but there are various 
effective dates. The effective date for Chicago, New York and 
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Philadelphia is March 7, 1958; for Atlanta, March 10, 1958; for 
Boston, March 11, 1958; for San Francisco, March 13, 1958; 
for Cleveland, Dallas, Kansas City, Richmond and St. Louis, 
March 14, 1958; and for Minneapolis, March 21, 1958. 

Section 224.3, “Advances to member banks under section 
10(b),” was amended to provide a rate of 2 3/4% in all instances, 
and the effective dates are the same as those under Section 
224.2. 

Section 224.4 relating to advances to persons other than 
member banks secured by direct obligations of the United 
States, under the last paragraph of Section 13 of the Federal 
Reserve Act was also amended. The applicable rates and ef- 
fective dates are as follows: 3 1/4%—New York, March 7, 1958; 
Boston, March 11, 1958; St. Louis, March 14, 1958: 3 1/2%— 
Atlanta, March 10, 1958; Kansas City, March 14, 1958; Minne- 
apolis, March 21, 1958; 3 3/4%—San Francisco, March 13, 1958; 
4%—Philadelphia, August 9, 1957; Cleveland, November 29, 
1957; Richmond and Chicago, January 24, 1958; and Dallas, 
March 14, 1958. 

Section 224.5 relating to rates on advances to industrial and 
commercial business (including loans made in participation 
with financial institutions) under 13b of the Federal Reserve 
Act, is amended so as to change the percentage rate on loans 
for the Federal Reserve Bank of St. Louis from 3 1/4—5 1/4 to 
2 3/4—5 1/4, effective March 14, 1958. 


COMMERCIAL CREDIT 
LAW LETTER 


By THOR W. KOLLE, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional sales, 
chattel mortgages and other secured transactions. 





There is a procedural rule of law which is commonly 
known by the name of "election of remedies" and which 
appears quite often in the field of commercial law. It 
involves no more than the name implies, that is, it is 
concerned with the choosing of one mutually exclusive 
legal remedy rather than another. As pointed out by the 
court ina Texas case an election of remedies "arises when 
one having two coexistent but inconsistent remedies 
chooses to exercise one, in which event he loses the right 
to thereafter exercise the other." This month two cases 
illustrate how this principal arises in cases concerned 
with commercial transactions. 


ELECTION OF REMEDIES — 
CONDITIONAL SALES 


A conditional sale contract covering a motor vehicle 
contained a provision that title to the vehicle would 
remain in the seller until payment of the entire indebted- 
ness had been made including any payment, by note or other- 
wise, of amounts due upon default. As it turned out sev- 
eral of the contract payments were in default and a note 
was given by the conditional buyer to cover them. Some 
time later the seller repossessed the vehicle and then 
brought suit for the defaulted payments. 

The court ruled against the seller, pointing out that 
his repossession of the vehicle constituted an election 
of remedies which automatically made the other remedy 
unavailable to him. The court stated that the seller 
could have affirmed the contract and then sued for the 
purchase price due under the contract or he could have, 
as he did, disaffirm the contract and repossess the 
vehicle. He could not, however, do both and the election 
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of one remedy precluded resort to the other. Johnson v. 
Sanderson, Montana Supreme Court, November 4, 1957. 


ELECTION OF REMEDIES — 
PROVISION IN CONTRACT 


The other case involving an election of remedies re- 
veals that the results in the Johnson case above need not 
have occurred because a protective clause in the contract 
could have given the seller the right to repossess the 
chattel and recover under the contract. 

The facts appear to have been substantially the same. 
The assignee of a conditional sale contract brought suit 
to recover a deficiency which resulted after the repos- 
session and sale of goods covered by the contract. The 
buyer took the position that the repossession constituted 
an election of remedies by the assignee and also that a 
provision in the contract permitting repossession and 
recovery was unenforceable. The court disagreed with the 
buyer's contention and ruled that the provision in the 
contract was perfectly valid even though it permitted 
what would have otherwise been prohibited under the 
election of remedies theory. Selected Investments Cor- 
poration v. Anderson, Oklahoma Supreme Court, November 
19, 1957. 


RESCISSION OF CONTRACT 


A case involving a rather unusual contention by a 
seller of farm machinery has been decided by a Texas court. 
It appeared that certain farm machinery was sold to a buyer 
who financed the purchase by means of a chattel mortgage. 
Later the buyer sought to rescind the sale contract on the 
ground that false representations about the work capa- 
bilities of the machinery had been made to induce him to 
make the purchase. The seller claimed that the buyer was 
not entitled to rescission because his executing the chat- 
tel mortgage constituted a ratification of the sale con- 
tract. The court ruled against the seller and permitted 
the buyer to rescind. It based its decision on the fact 
that the mortgage had been executed before the misrepre- 
sentations had been discovered and therefore did not con- 
stitute a ratification. Dallas Farm Machinery Company 


v. Reaves, Texas Supreme Court, November 6, 1957. 
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CONDITIONAL SALE CONTRACT 
OR CHATTEL MORTGAGE 


It seems that the question of whether or not a certain 
contract is a conditional sale contract or a chattel mort- 
gage appears quite often before the courts. Recently an 
Arizona court was called upon to decide this question. 
The instrument was designated a conditional sale con- 
tract although it was given to secure a loan and contained 
a provision that if a default occurred the security could 
be repossessed and the funds which had been paid under 
the contract could be retained as liquidated damages. The 
court ruled that this instrument was in fact a chattel 
mortgage Since it was given to secure a loan and since there 
had been no sale of goods as usually contemplated with 
a@ conditional sale contract. Harbel Oil Company v. 
Steele, Arizona Supreme Court, November 20, 1957. 


UNIFORM COMMERCIAL CODE—FILING 


A great deal has been written in this column about 
filing requirements and the necessity of following var- 
ious recording statutes in detail in order to protect 
secured credit transactions. All of these warnings have 
heretofore referred to the requirements of the general 
filing statutes but now a case has come to our at- 
tention where a seller under certain installment con- 
tracts ran into trouble because he failed to follow the 
filing requirements set forth in the new Pennsylvania 
Uniform Commercial Code. The Code requires the filing of 
such contracts in two places, with the Prothonotary of 
the county where the buyer resides and with the Secretary 
of the Commonwealth. The seller in this case properly 
filed with the Prothonotary but did not file with the 
Secretary until after the buyer was adjudicated bankrupt. 

Although the seller claimed that the filing with the 
Prothonotary constituted adequate notice to the trustee 
in bankruptcy, the court ruled that the filing was in- 
adequate under Section 9-401(1) of the Code and therefore 
did not give the seller a lien senior to the lien of the 
trustee in bankruptcy. In the Matter of Luckenbill, 
United States District Court, E.D. of Perinsylvania, No- 
vember 13, 1957. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan and 
finance companies, credit insurance, banking and related fields, as re- 
ported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: State Attorney General John Patterson won a victory 
in a protracted battle with a Montgomery loan firm which Alabama 
courts held was a public nuisance because of its charging usurious 
interest. 

Circuit Court Judge Walter B. Jones made permanent a temporary 
injunction against Tide Finance Co. restraining the now-defunct com- 
pany from continuing to charge illegal interest rates. The court also 
appointed a special master to audit the company’s books. 

George Cameron, a Montgomery lawyer, was named special master 
and directed to determine the names of persons who secured loans from 
the company at illegal interest rates after a temporary injunction was 
granted in September, 1955. 

The case since 1955 has been to the Alabama Supreme Court where 
the order by Judge Jones was upheld, clearing the way for Patterson 
to proceed against other loan companies through the state. Injunctions 
have since been obtained against five Birmingham firms and a suit is 
currently pending in Anniston where Patterson secured orders against at 
least 20 loan firms restraining them from collecting illegal rates. 

Under the new order granted in Montgomery by Judge Jones, 
Cameron was instructed to report to the court the names of persons who 
have refunds due from loans made by Tide Finance. 

The company would presumably be ordered to make the refunds and 
a $15,000 bond as surety for such payments was made by the company 
when the temporary injunction was granted. Since then, however, Judge 
Jones ordered the bond set aside after it was called to his attention that 
it was written by Alabama General Insurance Co., which is now in 
receivership. 


KENTUCKY: A bill introduced in the Kentucky legislature would 
change the interest rate chargeable by small loan companies on loans up 
to $300 from 3% per cent per month on any part of the unpaid principal 
balance up to $150 and 2% per cent per month on the remainder to 1 
per cent a month on any remainder of unpaid principal balance. The 
measure was listed as Senate Bill No. 155, by Knuckles. 
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MASSACHUSETTS: A bill to regulate automobile sales financing 
was favored by State Bank Commissioner Edward Counihan III, spokes- 
man for Better Business Bureaus and others at a hearing conducted by the 
Massachusetts state legislative committee on banks and banking. 

Sponsored by Senator William E. Hays, Waltham Republican, the 
measure would impose a ceiling of 8 per cent on each $100 for new cars; 
10 per cent for each $100 in two-year-old cars and 13 to 15 per cent for 
cars four years or older. 


NEW YORK: Enactment of legislation to provide more protection 
for consumers required to take life insurance when making installment 
purchases was urged by Governor Harriman in a special message to the 
New York State legislature. 

The governor's message embodied recommendations on credit life 
insurance drafted by a committee he appointed last summer. Composed 
of Dr. Persia Campbell, the governor's consumer counsel; George A. 
Mooney, state superintendent of banks, and State Insurance Superinten- 
dent Leffert Holz, the committee urged the following: 

1—In connection with an installment purchase, the consumer will 
not be required to buy more life insurance than will be needed to pay 
the outstanding debt if the consumer dies. 

2—The consumer will be given a fair credit for the unused insurance 
if the obligation outstanding in connection with an installment purchase 
is prepaid. 

3—The superintendent of insurance will be authorized to set maximum 
premium rates for group credit life insurance sold in connection with 
installment sales. 

4—The charge made to the installment purchaser for insurance will 
not be more than the financing agency itself has to pay to the insurance 
company. 

5—The installment purchaser will not have to pay for unwanted and 
non-essential items hidden away as unidentified extra charges under the 
heading of insurance. 

6—The consumer will not have to pay more than $6 per $100 per 
year for credit applicable to the financing of insurance included in his 


contract. 


TEXAS: A committee of the Texas Legislative Council has started 
a study of consumer credit which is expected to result in recommenda- 
tions to the 1959 Texas legislature for new laws to regulate the small 
loan field. The study committee is headed by Senator Abraham Kazen, 
Jr. of Laredo. 

Meanwhile, it was announced that initial steps in a planned statewide 
campaign against small-loan usury would be taken at the eighth annual 











$52 THE BANKING LAW JOURNAL 


law enforcement conference to be sponsored March 9-11 in Austin by 
the state attorney general’s department. 

It was explained that the department plans to file a number of suits 
in various parts of the state, most of them after the March conference, 
in an effort to stop makers of small loans from charging usurious interest 
rates—more than the legal 10 per cent. 

Assistant State Attorney General Larry Jones said the idea will be to 
interest local prosecutors in filing more suits and to focus attention on 
the problems in some areas so that citizens will try to bring about local 
action against loan sharks. 

Jones and Assistant State Attorney General Dick Stone, a member of 
the attorney general's finance law section which Jones heads, will conduct 
a session at the March conference on vsury laws and their enforcement. 


At the conference, which will be attended by district and county 
attorneys from throughout the state, Jones and Stone will outline the 
laws applicable to small loan operations and the prosecutor's responsi- 
bilities under these laws. The prosecutors will be furnished how-to-do-it 
material for usury prosecutions. This will include the legal forms for 
petitions, briefs, etc., for theoretical cases—and perhaps some actual cases 
that have been started. 

The legal actions are expected to be injunction suits against collec- 
tion of further usurious interest rates by loan companies and their agents. 


At a hearing conducted last fall by the State Board of Insurance on 
credit insurance rates and regulations, State Attorney General Will 
Wilson promised to take usury out of the small loan business in the 
state if the insurance board would regulate credit insurance charges. 
As a result of this hearing and a previous four-month investigation into 
loan shark operations and their use of credit insurance, the board issued 
an order restricting credit insurance charges on small loans. Effective 
date of the order was extended from March 1 to April 1. 

The new regulations brought complaints from the credit insurance 
industry that they are confusing and conflicting, and the Cosmos Life 
Insurance Co. of Amarillo filed a suit seeking a court order to prevent the 
new rate limits from being put into effect. The company claimed the 
rates are “not adequate to enable insurers to realize a reasonable profit.” 

Another hearing was scheduled by the insurance board for Feb. 11 
to receive objections to the rates and regulations and proposals for their 
modification. 

Jones pointed out there are three unique features in the board’s new 
rates and regulations. First, he said, the new rate of $1.40 a year per 
$100 of level life insurance will be “to the extent of our knowledge the 
lowest in the United States.” Jones said the next lowest, as far as he 
knows, is $1.50, the rate in New York and Wisconsin. The premium 
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charge in most states is $2, which is the present rate charged in Texas. 

The new regulations, Jones continued, will make Texas the first state 
to fix a maximum commission which credit insurance companies may 
pay their lender agents. The new regulation will allow them to pay 
as commissions no more than 40 per cent of the premiums charged. It 
was noted that the National Association of Insurance Commissioners had 
adopted a model bill in which it recommended a commission ceiling of 
40 cents per $100 insurance. 

Jones also pointed out that the new Texas regulations, unless changed 
as a result of the new hearing, will provide a new method of computing 
health and accident insurance rates. The board has stated these rates 
in percentages of the amounts of net cash advanced to borrowers. The 
percentages will be maximum rates for all such policies and will not 
decrease or increase on account of the length of the loan. 

Insurance companies have complained that although in theory such 
a rate method appears sound, in practice it is unsound. 


WEST VIRGINIA: Rejected by the West Virginia legislature during 
its now-adjourned 1958 session was a proposal which would have in- 
creased state taxes against small loan companies. 


WISCONSIN: Questions as to the legality of department store re- 
volving charge accounts have been raised by the consumer credit section 
of the Wisconsin State Banking Department. 

The issue is whether revolving charge account systems should come 
under state regulation similar to that for consumer finance and small 
loan companies. Department stores contend they should not. 

Beliefs of the banking department were outlined by John F. Doyle, 
department supervisor of consumer credit, in addressing the annual 
convention in Milwaukee of the Wisconsin Consumer Finance Associa- 
tion. 

Revolving charge accounts allow a customer to carry over part of his 
bill at the end of each month instead of having to pay the full bill at the 
end of each month, as with regular charge accounts. The revolving 
accounts generally require some minimum payment each month and 
have a carrying charge on the unpaid balance each month. 

“At the present time,” Doyle said, “there is no Wisconsin law cover- 
ing revolving credit accounts of this kind.” 

He added, however, it was his opinion that they are illegal under 
existing state laws covering small loans and consumer finance trans- 
actions. 

Noting that counsel for department stores contend that revolving 
charge accounts are “a new method of doing business” and as such are 
not subject to any existing statute, Doyle said such a contention was 
open to interpretation. 
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Doyle said no legal action had yet been taken to determine the legality 
of the revolving charge accounts, but that the banking department was 
considering making a formal request to the state attorney general for 
his opinion. 

If such an opinion coincided with Doyle’s views, he said, revolving 
charge accounts might then be submitted to a court test of their legality 
under Wisconsin law. 

Doyle contended revolving charge accounts are a form of “time 
sales” and should be regulated to prevent any possible abuses. A 1/2 
per cent monthly carrying charge now being used is not in itself abusive, 
he said, but added that there is nothing to protect the public against 
possible future abuses. 

Suggesting the stores themselves seek some form of legislation to 
regulate revolving charge accounts, Doyle said New York now is the 
only state that has such a law. 

Doyle also declared that national banks in Wisconsin should be sub- 
jected in some way to state supervision so far as consumer finance opera- 
tions are concerned. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Cancelled Paragraph in Will Shows Decedent’s Intention 





In re Parker, New Jersey Superior Court, Appellate Division, October 31, 1957 

Heirs contended that decedent’s will was revoked in its entirety 
because by a large X-mark in ink decedent had cancelled the second 
paragraph of the will which devised her entire estate to a friend. The 
opening words of the third paragraph, which referred to the friend 
predeceasing decedent, were deleted by a line in ink. The remaining, 
uncancelled words named the friend’s husband as alternate beneficiary 
of the entire estate. The friend predeceased decedent by two years. 
HELD: The heirs did not sustain the burden of proving that decedent 
intended to revoke the contingent devise to the friend’s husband. The 
court may look to the cancelled paragraph of the will in order to 
determine that the devise to the husband is valid. 


Consent of Unborn Beneficiary to Amendment of Trust Not Required 





Matter of Chase Manhattan Bank, New York County Supreme Court, New York Law Journal, 
November 7, 1957, p. 6 

A trustee sought court instructions as to whether the consent of an 
unborn beneficiary of a trust is required in order to revoke and amend 
the trust instrument. HELD: “Although the personality of a child yet 
unborn is recognized in many areas of the law . . . an unborn child is not 
a person beneficially interested within the purview of Section 23 of the 
Personal Property Law, as one whose consent is required in order to 
effectuate an amendment or revocation of an inter vivos trust as author- 
ized by that section.” 


Trust Created Despite Failure to Dispose of Remainder Interest 





Estate of McArdle, New York County Surrogate's Court; 138 New York Law Journal 5, 
December 20, 1957 


Testatrix provided that one-quarter of her residuary estate should 
go to a trustee to be paid to her nephew at the rate of $30.00 per month 
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as long as the quarter share of residue should last. The executor sought 
court instructions as to whether a trust or annuity was established by such 
language or whether there was a total failure of the bequest so that the 
quarter share would pass as in intestacy. HELD: A trust was created 
which is valid in all respects except for the failure to dispose of the 
remainder. The remainder interest must pass as intestate property. 
“Similarly, income produced by the fund in excess of the amount re- 
quired to be paid to the life beneficiary must be distributed [as intestate 
property] so as to avoid an unlawful accumulation [of income].” 


Proceeds of Joint Bank Account Not Available as an Offset 
to Survivor’s Claim 





Estate of Capen, New York Surrogate's Court, Westchester County, 139 New York 
Law Journal 10, January 2, 1958 

Decedent and his wife maintained a joint bank account. When 
decedent died, the balance in the account was paid to the wife. The 
wife also had a claim against decedent's estate for an indebtedness. It 
was contended that the money received by the wife from the joint 
account should be offset against her claim so as to reduce the estate's 
indebtedness. HELD: The balance of the joint account may not be 
applied as an offset to the wife’s claim. When decedent died, title to 
the balance of the joint account vested in the surviving wife. “Neither 
a bequest nor a devise to a creditor can be regarded as a payment of 
an indebtedness unless the will expressly so declares, or the surrounding 
circumstances clearly manifest such a testamentary intention.” 





Executor Surcharged for Paying Fee for Investment Advice 





Estate of Morris, New York Surrogate's Court, Nassau County, New York Law Journal, 
December 2, 1957, p. 13 
An executor paid the attorney for the estate a fee for investment 
advice to the executor which resulted in an increase of estate assets. A 
residuary legatee objected to such payment. HELD: The executor must 
be surcharged for the fee so paid. Investment service is not a function 
of the attorney and cannot be the basis for an attorney’s fee. An executor 
receives commissions as compensation for performing all duties incident 
to his office. One of the primary duties of an executor is the care, 
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management and investment of estate property. Payment by an executor 


for investment counseling services does not constitute a valid charge 
against the estate unless those are unusual complications. 


Notice to Trustee is Sufficient Notice to Beneficiaries 





In re Claflin, Massachusetts Supreme Judicial Court, January 8, 1958 


In an accounting proceeding, executors of a will failed to issue cita- 
tions to the beneficiaries of a trust created under decedent’s will. The 
trial court refused to consider the accounting because all interested 
persons had not been notified, even though the trustee had been cited 
and by the terms of the trust the beneficiaries were not entitled to notice. 
The trial court also appointed a guardian for the beneficiaries. On 
appeal, HELD: The accounting proceeding should be allowed. There 
was no conflict of interests between the trustee and the beneficiaries, and 
there were no special circumstances necessitating notice to the bene- 
ficiaries. Notice to the trustee was sufficient notice to the beneficiaries, 
and, since no notice had to be given to the beneficiaries, there is no 
statutory requirement that a guardian be appointed for them. 


Trustees of Trust for Incompetent Prevail Over Guardian 





Estate of Elliott, Pennsylvania Supreme Court, November 19, 1957 


A trust instrument provided that the settlor’s son was to receive trust 
income until he was 28, at which age one-third of principal was to be paid 
over to him. At age 24 the son, who was in ill health, executed a trust 
which provided that the trustees were to “receive any and all monies 
or other securities which will or may become due and payable or dis- 
tributable to the settlor.” Six months later the son was declared an 
incompetent, and a guardian was appointed. When the son reached age 
28 issue arose whether the trustees of the trust created by the son or 
his guardian should receive the one-third of trust principal from the 
trust created by the father. HELD: The trustees of the trust created 
by the son were entitled to receive the one-third of trust principal. These 
trustees had been given active trust duties, and they were explicitly 
empowered to receive all monies and security “distributable to the 
settlor.” 
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Trust Will Not be Terminated Because it is Uneconomic 





In re Andersen; In re Gerstenlaver, New York County Supreme Court, 139 New York 
Law Journal 5, January 30, 1958 

A trust provided that when the beneficiary reached 21 she should 
receive all trust income until she reached 35, when trust principal should 
be paid over to her and the trust terminated. The trustee was authorized 
to invade so much of trust principal as in his “uncontrolled and absolute 
discretion” was necessary for the education, maintenance and support 
of the beneficiary. The beneficiary sought to have the trust terminated 
on the ground that she was 26, earned $3,000 a year in salary and needed 
more money to live as the settlor would have wanted her to. Trust 
principal was $11,000 and yielded about $350 income per year. Costs 
of the trust were $90 a year. The trustee had denied the beneficiary's 
requests during the past four years for invasion of principal for her 
benefit. HELD: The trust may not be terminated. “Discretion to 
terminate the trust because it is uneconomic is not given to the trustee 
nor is the power to make payments from principal at this time because 
he might properly have made them in the past.” The settlor meant the 
trust to maintain his daughter in a certain station. “But the station and 
the amount of money necessary to maintain it are matters for the dis- 
cretion and judgment of the trustee and no one else including the court.” 


Invasion of Principal Permitted Up to Amount of Specified Annuity 





Estate of Kilmer, New York County Surrogate's Court, 139 New York Law Journal 6, 
January 27, 1958 

A will provided that $1500 a year should be spent for all the necessary 
comfort, care and attendance of a niece in an institution, and directed 
that sufficient estate principal be set aside “as a separate trust to provide 
such annuity from the income thereof.” Trust principal was insufficient 
to provide $1500 a year, and the niece’s special guardian sought construc- 
tion of the will. HELD: It was clearly testatrix’s intention to create a 
life annuity of $1500 per year for the niece’s benefit. “The courts have 
consistently held that when by the terms of the will a life annuity has 
been created and the income of the trust is not sufficient to produce such 
annual amount, the principal of the trust may be invaded to make up the 
difference.” However, trust principal cannot be invaded for any amount 
beyond $1500 annually, regardless of the niece’s financial need, for the 
court cannot by its ruling change the terms of the will or destroy the 
testamentary provision. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Transfer From One Trust to Another Not a Gift 





Hazelton v. Commissioner of Internal Revenue, Tax Court of the United States, 
December 31, 1957 

Decedent was the life beneficiary of a trust created in 1935. In 1951, 
at his request, a portion of the trust property was transferred to a second 
trust of which he was the beneficiary of both principal and income. The 
second trust differed from the first in that after decedent’s death his 
wife would receive one-half of principal and income for life instead of 
only one-third of the income, as under the first trust. The transfer from 
the first trust to the second was consented to by all the contingent 
beneficiaries of the first trust and concerned only property which dece- 
dent himself put in the first trust. The Commissioner contended that 
the transfer was a taxable gift by decedent. HELD: There is no taxable 
gift. Decedent retained exactly the same interest in the trust property 
before and after the transfer, and he had no dominion or control over 
the property transferred. He surrendered nothing and hence made no 
gift. 


No Deduction For Sums Paid to Satisfy Stale Claims 





Estate of Wolf, Tax Court of the United States, December 12, 1957 


When he died decedent owed his wife and four children sums of 
money represented by promissory notes. The applicable state statute 
of limitations had expired as to the note held by the wife and two of 
the children but was still in force as to the notes held by the other two 
children. Decedent’s executors tried to deduct the amount of all the 
notes from decedent’s taxable estate. HELD: Since the claims of the 
wife and two of the children are barred by the statute of limitations any 
sums paid in satisfaction of them may not be deducted from decedent's 
taxable estate. Sums paid in satisfaction of the claims of the other 
two children may be deducted. 
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Facts Showing Transfer Was Not in Contemplation of Death 





Estate of Skutt, New York Surrogate's Court, Wayne County, November 20, 1957 

During his life decedent established a trust for the benefit of his 
minor children. He died ten months later, and the New York Tax Com- 
mission contended that trust corpus should be included in decedent's 
taxable estate as a transfer in contemplation of death HELD: The 
evidence showed that five years before the trust was created decedent 
had discussed a trust with his attorney, that decedent wished then to 
provide specially for his children and that his attorney had drafted an 
unexecuted trust agreement four years before the trust was created. 
Moreover, decedent had established a special bank account in which he 
accumulated over the years the funds which ultimately became trust 
corpus, despite the necessity during that time of making loans therefrom 
to the corporation of which decedent was president. Such evidence in- 
dicates that the trust was conceived as a benefit for minor children and 
that decedent’s intent would have been carried out earlier were it not for 
the loans. Accordingly, the trust was not executed in contemplation of 
death, and its value need not be included in decedent’s taxable estate. 


American Executor Need Not Provide Funds for 
Foreign Death Taxes 





Estate of McNeel, New York County Surrogate's Court, 138 New York Law Journal, p. 4, 
December 23, 1957 

Decedent, an American citizen, died while a resident of and domiciled 
in England. The bulk of her assets were located in the United States, 
and the federal estate tax thereon was paid. England assessed death 
duties on the assets located in both countries. Decedent’s will was 
probated in New York, and the executor sought court instructions as to 
whether he was under a duty to send to the English representative of 
the estate sufficient funds to pay the English death duties. HELD: No 
state or nation has the power, in the absence of reciprocal agreement, to 
enforce the revenue laws of another jurisdiction. There is no treaty 
or convention between Great Britain and the United States which re- 
quires any court in either jurisdiction to aid in the collection of taxes 
owing to the other. Accordingly, the executor is not required to send 
funds to the English representative to discharge the English taxes, and, 
instead, the executor is authorized to deliver estate assets to the trustees 
of a New York trust who were named legatees in decedent's will. 
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Language Requiring Widow to Survive Until Distribution Does Not 
Defeat Marital Deduction 





Smith v. United States of America, United States District Court, D. Colorado, 
December 30, 1957 


Decedent bequeathed his wife his entire residuary estate but provided 
that should she “predecease me or, surviving me, die before distribution 
to her” the bequest should lapse and go to his children. The Commis- 
sioner of Internal Revenue contended that such language only gave the 
wife an interest in the estate subject to divestment (beyond the statutory 
six-month period after death), and that therefore the bequest did not 
qualify for the estate tax marital deduction. HELD: The wife's interest 
vested absolutely at decedent’s death and is entitled to the marital 
deduction. The above language is so indefinite, uncertain and ambiguous 
as to meaning, and in such conflict with the provisions of the will, as 
to render it void and of no effect. Under applicable state law, early and 
indefeasible vesting of estates is favored, and this rule of construction 
will be applied where, as here, it is not the clear intention of decedent 
to withhold the interest of the widow until final distribution at some more 
distant date than date of death. 


Son Takes Intestate Property from Stepmother Rather Than 
Predeceasing Father 





Estate of Sherick, Ohio Supreme Court, December 24, 1957 


A husband devised his second wife certain real estate “to be hers 
absolutely and forever.” The wife died thereafter without leaving a will 
and without issue. Under Ohio law in such a situation the property 
devised to the wife by her husband passes to the children of the husband. 
Pursuant to this statute the only surviving child of the husband’s first 
marriage took the property. For purposes of the Ohio succession tax 
the son contended that he took the property from his father rather than 
from his stepmother and, therefore, that he was entitled to the more 
favorable succession tax exemption accorded to lineal descendents. 
HELD: The wife took the property absolutely, with no title or interest 
in anyone else. During her life or by will the wife could have disposed 
of the property in any manner she wished. Hence, the property de- 
scended to the son from his stepmother and not from his father. Since 
the son is a stranger in blood to the stepmother, his succession to the 
property should be taxed at the least favorable exemption rate. 
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Estate Bound by Erroneous Election as to Valuation Date 





Rosenfield v. United States, United States District Court, E.D. Pennsylvania, 
December 3, 1957 

An executor elected to have decedent’s gross estate valued as of the 
optional valuation date rather than date of death. In so doing he relied 
completely on an attorney who mistakenly believed that by electing the 
optional valuation date the estate would be permitted to pick and choose 
the advantageous date for each individual estate asset, giving assets 
that had appreciated a value as of date of death and assets that had 
depreciated a value as of the optional date. A successor administrator 
sought to have the election declared ineffective, with the result that all 
assets would be valued as of date of death. HELD: The estate made 
a binding election, and it must value all estate assets as of the optional 
valuation date. “The option to elect a subsequent valuation date for 
estate tax purposes is a right which Congress has given to decedents’ 
estates as a matter of grace. If by mistake the election is not properly 
made within the permitted time, hardship and equities will not be con- 
sidered in determining whether an election can be permitted after the 
time has expired.” 


Conflicting Tax Payment Provisions in Trust and Will 





Estate of Workman, Pennsylvania Orphans’ Court, Montgomery County, December !1, 1957 


Decedent had created a trust during his life and provided therein 
that all inheritance, estate and succession taxes should be paid from trust 
principal “so that any life estate hereunder shall be paid over and 
enjoyed without deduction from any such taxes.” Decedent’s will pro- 
vided that all inheritance, estate and succession taxes should be paid 
out of his residuary estate. Issue arose whether the trust principal or 
the residuary estate should: bear the estate and inheritance taxes due by 
reason of inclusion of the trust in decedent’s estate. HELD: Decedent 
clearly intended to exonerate the life beneficiaries of the trust from the 
payment of taxes, and further intended that trust principal should bear 
all taxes. “... the tax exoneration clause in settlor’s will cannot operate 
to relieve the principal of this trust from payment of all estate, succes- 
sion and inheritance taxes, which have been or may be assessed in 
relation to this trust.” 
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Business Outlook 
te varying points of view on 


the business outlook are out- 
lined by economist Roy L. Reier- 
son of the Bankers Trust Company 
of New York. One group of min- 
ority opinions feels that the eco- 
nomic downturn has been virtually 
completed. At the opposite pole, 
another group of minority opinions 
holds that business will continue 
to slide off throughout this year 
and may culminate in a serious de- 
pression. Occupying a midway 
position are the majority of fore- 
casters, who anticipate that the de- 
cline will be completed sometime 
in 1958. But even among these 
middle-of-the-roaders there is little 
unanimity of opinion. As a matter 
of fact, there are many shades of 
thinking. Some hold that the anti- 
cipated end of the decline in 1958 
will be followed by rapid improve- 
ment; others foresee a long period 
of reduced activity, from which 
recovery will proceed slowly. 


Of course, the differences in con- 
clusions basically reflect varying 
evaluations of the key sectors in 
our economy. In other words, 
among the experts, there is no 
identity of thought with respect to 
business inventories, business capi- 
tal outlays, consumer demands for 
automobiles and housing, as well 
as the impact of Government ac- 
tion. 

Optimists among the forecasters 
visualize a steady consumer de- 
mand which, augmented by in- 
creased defense expenditures, 


should clear up the inventory situa- 
tion in fairly short order. Sub- 
sequently, they expect that the 
rising trend of Federal, state and 
local government spending, 
coupled with strength in home 
building and renewed accumula- 
tion of business inventories, to 
stimulate the economy sufficiently 
to overcome the effects of reduced 
outlays on plant and equipment. 


The downtrend in capital spend- 
ing is merely regarded as an in- 
terruption, and this group holds 
that the forces of long-term growth 
are strong even over the near-term. 
The present recession is viewed as 
nothing more than a minor adjust- 
ment, and expansion is expected 
to get under way in the not too 
distant future. 

Among the pessimists, there is 
also an identity of conclusion but 
no uniformity of argument. A 
basic and perhaps unavoidable re- 
adjustment is forecast. One line of 
reasoning is that the sustained 
capital investment boom _ has 
brought about excess productive 
capacity in many important indus- 
tries. Consumers, they say, are well 
supplied with homes and goods of 
all kinds, individual indebtedness 
is pressing on many family bud- 
gets, and the employment outlook 
is less assured. Also, significant ad- 
justments in costs and prices, and a 
shift of productive resources 
among labor and industries may 
be required. - Accordingly, it is 
reasoned that considerable time 
must elapse before the economy 
moves uphill. As for Government 
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spending and tax relief, these fac- 
tors are not expected to be able 
to forestall the inevitable after- 
math of the sustained overinvest- 
ment, overproduction, overbuying 
and overborrowing of recent years. 
In these quarters, Government 
spending and tax relief are ex- 
pected to do no more than mod- 
erate the decline. 

Mr. Reierson acknowledges that 
there is evidence to support both 
extreme interpretations of the eco- 
nomic picture. As the situation 
appeared to him in mid-March, the 
current downtrend in business was 
likely to be somewhat longer and 
deeper than those experienced in 
1948-49 and 1953-54. The decline 
in business spending, he opines, 
may not be halted soon. This he 
attributes to the squeeze in profit 
margins in many industries, re- 
sulting from the pressures of ex- 
cess capacity, rising production 
costs and keen price competition. In 
some instances, it is true, costs and 
competition are likely to spur 
capital outlays which are designed 
to improve efficiency. On balance, 
however, he believes that plant 
and equipment expenditures will 
continue downward through the 
end of the current year and pos- 
sibly into 1959. Looking ahead 
even further, he leans to the view 
that an investment boom, com- 
parable to 1956-57, will recur only 
after a lapse of several years. 

Mr. Reierson expects consumer 
outlays on nondurable goods and 
services to hold up fairly well. And 
while they will supply important 
support to the economy, they can- 
not be expected to spark an upturn 
in business. The outlook for con- 
sumer nondurable goods, on the 
other hand, is regarded as less en- 
couraging. He doubts that greater 
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public spending or tax reductions 
will substantially affect the outlook 
for consumer durable goods over 
the near-term. 

“The prospects thus are,” states 
the Bankers Trust officer, “that 
downward pressures on aggregate 
production and output will pre- 
dominate in the months ahead, 
including pressures from some 
further Fiquidation of business in- 
ventories; there is no evidence as 
yet of a bottoming out in economic 
activity. When the decline does 
taper off, therefore, it will probably 
be moderately below ‘eo 
levels. However, although this 
point of view is clearly at odds 
with the optimistic anticipation of 
speedy recovery, I am equally in 
disagreement with those who see 
in the present recession the prelude 
to deep and protracted depres- 
sion. 

As far as the timing of an upturn 
is concerned, Mr. Reierson ob- 
serves that speculations are of 
little value until the current de- 
cline gives clear cut evidence of 
bottoming out. At that time, he 
asserts, an appraisal of the recup- 
erative forces is likely to be more 
meaningful and enlightening. 

Harvard Professor Sumner H. 
Slichter is not among the pessi- 
mists, concluding that this year’s 
first quarter marked the bottom of 
the recession and that the second 
quarter gross national product 
should be slightly higher. 


Spending plans for capital out- 
lays by business, says Professor 
Slichter, have been adversely af- 
fected by the widespread belief 
that a general excess of productive 
capacity has resulted from the high 
rate of investment over the past 
two years. The noted Harvard 
economist labels this an “illusion;” 
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he attributes the conclusion of ex- 
cess capacity to the fact that the 
demand for and output of goods 
during 1957 failed to grow at a 
normal rate, and to overestimates 
of the recent growth in productive 
capacity. He concedes that this 
misconception will not be quickly 
corrected and will constitute a de- 
terrent to investment for some 
months to come. Although an excess 
of capacity exists in certain specific 
lines, he does not believe that, as 
a general rule, productive over- 
capacity exists. 


A. W. Zelomek, president of the 
International Statistical Bureau, 
does not expect the current decline 
to extend very much further in in- 
tensity or duration. On the other 
hand, he does not anticipate an up- 
turn equal in intensity to that of 
1954. More precisely, he forecasts 
the low point of business activity 
at no later than the second quarter, 
with the likelihood that it occurred 
at the end of the first quarter. In- 
ventory liquidation, a key item in 
the current decline, is also expect- 
ed to terminate sometime in the 
second quarter. However, subse- 
quent inventory accumulation is 
expected to lag, especially in view 
of the relative stability of prices. 


A recent Business Review of the 
Federal Reserve Bank of Philadel- 
phia remarks that many observers 
are forecasting an “interboom” 
ge ahead. Such a period would 

characterized by much slower 
growth in output and income, and 
persistent inflation. This inflation, 
incidentally, is not attributed to 
prospective excess demand, but to 
the impact of increased costs on 
prices. A really severe depression 
would not be witnessed, but un- 
employment would be higher, on 
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the average, than in the postwar 
period. 

The Review does not exclude the 
prospect that such a forecast 
could prove accurate. It is, how- 
ever, criticized as being based on 
static assumptions. “The ‘inter- 
boom thesis’,” it is contended, 
“seems to be cast pe ge of the 

ast—but onl of the past. It 

i clear that sete cars, and 
television sets are no longer ‘need- 
ed’ in the same sense as in early 
postwar years. But schools, high- 
ways, water and sewage facilities, 
and missiles are ‘needed.’ It is 

ually true that the age structure 
of our population suggests a lower 
level of family formation. But the 
birthrate is high and promises to 
stay there. 

“What this all seems to mean is 
that voids were created during the 
postwar years, just as — the 
war years. True, they are different 
voids, the filling of which may not 
come about so naturally. But they 
exist, and needs beget spending 
and production. 

“It is altogether probable,” con- 
cludes the Review, “that the next 
era will be different from the post- 
war era. Certainly, a lot of changes 
have taken place. However, it is 
questionable whether the next sev- 
eral years will form an era of 
stunted growth. The bases for 
growth have changed, but they 
could prove to be just as strong.” 


Spending by State and Local 
Governments 

There are 102,000 state and 
local governments, and their grow- 
ing volume of spending is expected 
to prop our economy in the months 
ahead. The sustained postwar 
growth in outlays for schools, 
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highways, social welfare programs 
and community services has not 
yet, in all probability, run its 
course. 

In this connection, the Chicago 
Reserve Bank’s review of Business 
Conditions notes that in the last 
two business setbacks—1948-49 and 
1953-54—expenditures on a state 
and local level continued to climb. 
They moved counter to develop- 
ments in the private economy as a 
whole. 

When the war ended, it was es- 
timated that $100 billion of con- 
struction were needed to bring 
state and local facilities up to 
standard. And although some $75 
billion have been expended in this 
sector in the 12 years since 1945, 
the steep rise in unit construction 
costs means that there probably 
has been no more than $50 billion 
of value, at “backlog prices.” Thus, 
half of the pervs backlog re- 
mains to be satisfied, which esti- 
mate makes no allowance for the 
new needs that have arisen during 
the past decade. 

In at least one important res- 
pect, says the Chicago Reserve 
Bank, public construction pro- 
gramming differs from private. 
Governmental bodies, it is pointed 
out, seldom build tively. 
And while it is not uncommon for 
business and individuals to invest 
in new facilities in anticipation of 
likely needs, public bodies ty- 
— build only after the needs 

ve arisen. 


So, when a state or local govern- 
ment builds a new facility, it is 
generally a belated response to 
service demands that have already 


arisen. “Because of this ——_ 
tive feature,” it is argued, “public 


construction spending against an 
acknowledged arrearage may be 
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less vulnerable to changes in ae 
pects than private outlays which, 
to some extent at least, are oriented 
prospectively.” 

Deterioration in business confid- 
ence on the near-term outlook has 
caused some deferment of earlier 
planned commercial and industrial 
expansion plans. “In sta 2-local 
investment programming, however, 
the future outlook figures negli- 
gibly, and programmed undertak- 
ings stand to retain their urgency 
irrespective of we in the cur- 
rent business outlook.” 


Interest Rates 


New York University Professor 
Marcus Nadler declares that the 
present downtrend in interest rates 
has not yet run its course. Factors 
determining the degree of the de- 
cline and its duration are the ex- 
tent of Government intervention, 
Federal Reserve policy, and the 
trend of business. If, in the in- 
terest of national security and other 
reasons, massive Government in- 
tervention and large-scale deficit 
financing materialize, he does not 
expect the decline in interest rates 
to proceed as far as it did in 1954. 
In that case, the duration of low 
money rates may also be shorter. 


Aside from the above considera- 
tion, which is difficult to appraise 
at the moment, Professor Nadler 
expects that low money rates will 
prevail during the greater part of 
1958; with an improvement in busi- 
ness conditions toward the end of 
the year, a minor rise in rates may 
be witnessed. Although he regards 
the long-term trend of interest rates 
as upward, he does not feel that, 
in the discernible future, they will 
go higher than those which pre- 
vailed in the summer of 1957. 
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Internal Controls 


The possibility of developing a 
reasonably satisfactory system of 
internal control is basically deter- 
mined by one requirement. The 
bank must have enough employees 
to permit a proper division of re- 
sponsibility. 

Internal control procedures are 
designed to prevent loss or theft of 
assets, errors in accounts and 
records, and encourage the efficient 
operation and execution of man- 
agement policies. But these internal 
controls primarily depend on a 
segregation of responsibilities so 
that one employee checks on an- 
other. In any bank, a teller should 
not have access to the depositors’ 
ledger, nor should the custodian 
of securities have access to the ac- 
counting records which control 
them. 


According to Stanley E. Shirk, 
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Chairman of the Committee on 
Bank Auditing of the American In- 
stitute of Certified Public Account- 
ants, 11,500 banks in this country 
have resources of $10 million or 
less. Few of these, he notes, are 
likely to have enough employees to 
provide very effective internal con- 
trols, and practically none are like- 
ly to have an internal auditor. 

Speaking before the House Bank- 
ing and Currency Committee, Mr. 
Shirk emphasized the problem of 
cost involved in establishing and 
maintaining an adequate program 
of control and audit, whether in- 
ternal or external. For a small 
bank, this element of cost is a real 
and important factor. 

The proposed “Financial Institu- 
tions Act of 1957” would give bank 
supervisory authorities the dis- 
cretionary power to require in- 
dependent audits of banks by pro- 
fessional accountants when special 
circumstances indicate a need. 





BOOKS FOR BANKERS 


FRENCH BANKING STRUC- 
TURE AND CREDIT POLICY. 
J.S.G. Wilson. Harvard Univer- 
sity Press, Cambridge, Mass., 
1957. Pp. 432. $8.50. Published 
for The London School of Eco- 
nomics and Political Science, this 
book is the only book in English 
that provides a detailed and ex- 
haustive analysis of French bank- 
ing arrangements and of postwar 
monetary and credit policies. It 
describes in detail the groups of 
institutions that constitute the 
French banking system and form 
the money market in France. It 
also describes and analyses 
French central banking arrange- 
ments in relation to monetary 
policy and credit controls. Of 
particular importance to Ameri- 
can bankers is the chapter deal- 
ing with the finance of foreign 
trade. 


MUNICIPAL LAW. Charles S. 
Rhyne. National Institute of Mu- 
nicipal Law Officers, Washington, 
D. C., 1957. Pp. 980. $22.50. Al- 
though this book is primarily for 
municipal attorneys it is noted 
here as the most comprehensive, 
one volume source of legal ma- 
terial on the subject of municipal 
law which in many ways affects 
banks and bankers. Besides a 
considerable amount of material 
on the governing of city real es- 
tate by various types of munici- 
pal ordinances, the volume con- 
tains chapters on borrowing and 
expenditures by municipalities 
which will be of special interest 
to many bankers. 


A HISTORY OF THE DOLLAR. 


Arthur Nussbaum. Columbia 
University Press, New York, 1957. 
Pp. 230. $4.50. This is a concise 
history of the American monetary 
system, presented in a readable 
form and covering subjects from 
the colonial barter system to and 
including the post World War 
II monetary developments. Pro- 
fessor Nussbaum of Columbia 
University relates the monetary 
system to the course of history 
in the United States and con- 
cludes that the recent interna- 
tionalization of the dollar is prob- 
ably the most important event 
in its history. This book contains 
a very extensive section listing 
reference books and other litera- 
ture dealing with economic or 
monetary subjects. 


THE DIRECTOR LOOKS AT HIS 


JOB. Edited by Courtney C. 
Brown and E. Everett Smith. 
Columbia University Press, New 
York. Pp. 150. $2.75. This volume 
is based on a symposium of qua- 
lified business leaders and cor- 
porate directors held at Columbia 
University. Considered and re- 
solved are the issues of board 
composition and functioning, as 
well as the posting of directors 
on management activities. The 
reader is given a ring-side seat 
at these intimate discussions and 
the way in which business lead- 
ers are trying to cope with these 
problems. 





A trainee 
tausht us 
some ABC’s 


At a briefing of trainees, one of 
the boys asked: “Can I buy U.S. 
Savings Bonds through the Com- 
pany and have my deductions 
made automatically?” Frankly, 
we had assumed that all of cur 
employees knew all about the 
Payroll Savings Plan. 

As a matter of fact, we’ve had 
the Plan in operation here for 
years. We decided to make sure 
that everyone on our payroll got 
full information, right away. 

Our State Savings Bond Direc- 
tor saw to it that we got a full 
stock of promotional material to 
stimulate interest in U.S. Sav- 
ings Bonds. He helped us to con- 
duct a personal canvass and gave 
everyone an application blank. 


When our peogle had all the 


facts, they were glad to gain the 
security that U.S. Savings Bonds 
offer them. 

Dadey there are more Payroll 
savers than ever before in peace- 
a sp | > om Direct | will be 

appy to help you install a Pay- 
roll Savings Plan or build pei: 
ment in one already existing. 
Look him up in the phone beak 
or write: Savings Bonds Divi- 
sion, U.S. Treasury Dept., Wash- 
ington, D.C. 


THE U.S. GOVERNMENT DOES NOT PAY FOR THIS ADVERTISEMENT. THE TREASURY DEPARTMENT THANKS, FOR 
THEIR PATRIOTIC DONATION, THE ADVERTISING COUNCIL AND THE DONOR ABOVE. 





HANDBOOK OF 


FEDERAL BANKING LAWS 


Edited by Thor W. Kolle, Jr., of the New York Bar 


Federal Reserve Act—National Bank Act—Other 
Federal Banking Laws—Completely Indexed 


The current edition of FED- 
ERAL BANKING LAWS contains 
all present federal laws affecting 


banking institutions. 


It contains in one compact 

volume all of the Federal laws 
affecting member banks, State and 
National, of the Federal Reserve 
System and non-member banks, 
insured under the Federal Deposit 
Insurance Law. 


The new edition of Federal 
Banking Laws contains the pro- 
visions of all of these statutes, that 
is to say, the Federal Reserve Act, 


the National Bank Act, subsequent 
banking acts and other laws of the 
United States regulating banking, 
as amended to date. The Bank 
Holding Company Act and all the 
1956 legislation are included. 


The provisions of these various 
laws are co-ordinated and codified 
under one system following the 
plan used in the Code of Laws of 
the United States. 


The book is a pocket size volume 
of 650 pages, completely indexed. 
It will give you all of these im- 


portant statutes under one cover. 


(Price $10.00 delivered) 


THE BANKING LAW JOURNAL 
89 Beach Street, Boston 11, Mass. 





